1615 Wynkoop St
Denwver, O 80202
303.357.7310

3033577315 (fax)

July &, 202}

Via Hand Delivery and Electronic Mail

West Virginia State Tax Department
Altention: Mark Morton

P.{3. Box 1005 .
Charleston, West Virginia 25324
taxlegal@wv. gov

Re:  Public Comments to Draft Legislative Rule for the Valuation of Producing
and Reserve il and Natural Gas Property for Ad Valorem Property Tax Purposes,
W, Va, Code of St. R, §§ 110-1J-1 ef seq,

Prear Mr. Morton:

Currently, producing and reserve oil and natural gas property is valued for ad valorem
property tax purposes via W. Va. Code of St R. §§ 110-13-1 er seq. (the “Legislative Rule.”).
Draft amendments to the Legislative Rule (the “Draft Legislative Rule”) were filed by the West
Virginia State Tax Department (the “Tax Department™) with West Virginia Secretary of Staie Mac
Wamer on June 4, 2021, and an Emergency Rule (the “Draft Emergency Rule™) was filed with ihe
Secretary of State on June §, 2021,

Both the Draft Legislative Role and Draft Emergeney Rule are intended to provide
guidance on changes to the valuation of oil, natural gas, and netural gas Hauids for property tax
purposes resalting from the passage of HB2581 during the 2021 regular legislative session. The
Draft Legislative Rule and Draft Bmergency Rule are virtually identical, and the provisions of the
Draft Emergency Rude will be used by the Tax Depariment for the valuation of oil, naural gas,
and natural gas liquids for property tax year 2022,

Anterc Resources Corporation (“Astero™) submits the following public comments to aid
the Tax Department as i continues to review and revise the Draft Legislative Rule, While public
comments are not requited ay part of the process for enactment of the Draft Fapergeney Rule,
Antere’s public comments to the Draft Legislative Rule equally apply to the Draft Emergency
Rule.



o Natural gas liquids

Yield capitalization model - in public comments to the legislative rule that was
introduced and then withdrawn in 2020, Antero raised concerns about using a
price per barrel to value NGLs. The Draft Legislative Rule addresses these
concerns, and values natural gas liquids using MCF as the production
measurement. See definition of “Total Production™ under § 3.46. Additionaily,
under §§ 4.3 and 5, it appears that the Tax Department intends to value the
working interest for natural gas and natural gas liquids together, which Antero
supports. However, § 9.1.1.d should be amended to reference MCF instcad of
“amount of NGLs.”

Separate natural resource — amended W. Va. Code § 11-1C-10 establishes that
natural gas liquids are a separate natural resource for property tax purposes, and
the Draft Legislative Rule’s definition of “natural gas liquids” under § 3.28
mirrors the definition now included under W. Va. Code § 11-1C-10(d)(3)(A).
Since natural gas and natural gas liquids are separate commodities, the
definition of “patural gas™ under § 3.27 should read: ‘“Natural gas’ means
natural gas, coalbed methane, synthetic gas uscablc for fucl, or mixturcs of
natural gas and synthetic gas. Provided, that for purposes of the valuation of
natural gas producing property under this rule, references to ‘natural gas’ shall
include natural gas liquids and liquefied natural gas.”

¢ Actual annual operating costs; Arm’s-length contracts

Actual annual operating costs generally - W. Va. Code § 11-1C-10(d)(3)
establishes that the fair market value for wells producing oil, natural gas, natural
gas liquids, or any combination thereof, is based in application of a vield
capitalization model to net proceeds, with net proceeds based on actual gross
receipts, less royalties, and less actual annual operating costs. “Actual annual
operating costs” are defined under both W. Va. Code § 11-1C-10(d)(3) and §
3.2 of the Draft Legislative Rule, with § 3.2 further stating that such costs “are
limited to the actual costs incurred by the producer prior to the arm-length sale
of the well output to a buyer[.]”

Reasonable actual annual operating costs — the Draft Legislative Rule
consistently specifies that a producer can deduct “reasonable,” actual annual
operating costs, with no standards set forth to provide guidance on what is
considered a “reasonable” operating cost, The Draft Legislative Rule should
include guidance regarding the methodology used by the Tax Department in
determining whether an actual operating cost is “reasonable.”

Arm’s-length contracts generally — the Draft Legislative Rule includes
extensive provisions relating to arm’s-length sales and contracts, agreements,
or transactions between affiliated entities, including marketing affiliates.
Arm’s-length contract burden — the Draft Legislative Rulc places the burden on
the producer to demonstrate that a contract is arm’s-length for purposes of both
the reporting of gross proceeds and the claiming of actual annual operating
costs, See §§ 6.2 and 7.1.2. Little to no guidance is provided regarding how a
producer can satisfy this burden aside from showing that the gross proceeds or
actual operaling costs arc “reasonable compared to industry averages.” The



Draft Legislative Rule should include guidance regarding how the Tax
Department determines the “industry average” for purposes of allowing a
producer to demonstrate that reported gross receipts and actual operating costs
are “reasonable.”

¢ Miscellaneous

o Capitalization rate — for property tax years 2012-21, the capitalization rate has
been approximately 15%, which is consistent with capitalization rates used in
other states for valuing producing wells. The Draft Legislative Rule removes
the property tax component, which will result in a decrease in the capitalization
rate. The property tax component should be included in the Draft Legislative
Rule and in the annual valuation variables released by the Tax Department.
Additionally, § 5.4.2.b.2 contemplates the use of an income tax rate to modify
the debt portion of the capitalization rate, based on surveys of published
ellective 1ax rates applicable to the industry. It is unclear what surveys are
being relied upon for this purpose.

¢ Sum of the Years Digit ~ the definition of this term under former § 3.27 has
been deleted. This methodology uses a three-year weighted average for various
caleulations of the old version of the Legislative Rule, particularly for various
components of the capitalization rate. Presumably, the “Build-up-Model” of
the Weighted Average Cost of Capital (WACC) is intended to replace the sum
of the years digits methedology, and that term should be defined and should
include a description of how the WACC is calculated. The Tax Department’s
draft valuation variables document for tax year 2022 includes data for 2018-20,
so it appears that a weighted average is being used; however, the concept is not
well defined in the Draft Legislative Rule.

e Transportation cost allocation- § 7.2.1 provides for the allocation of
transportation costs between different products in their gascous phase,
clarification is needed regarding the methodology for all producers to provide
a "“cost allocation procedure” to the Tax Commissioner, as contemplated under
§7.2.4.

e “QGas plant products” is defined under § 3.20 and “plant gas products™ is defined
under § 3.36. The definition of “plant gas products” should be deleted and the
term “gas plant products™ should be used throughout the Draft Legislative Rule.

o Complete return - § 8 of the Draft Legislative Rule provides for alternative
“default methods of valuation” when a producer does not file a “complete”
return. This section should be amended to provide additional information and
guidance regarding whether a filed annual property tax return is “complete.”
As drafted, this section provides exceedingly broad authority for the Tax
Commissioner to deem a filed return “incomplete™ and value a well based on
the alternative valuation provisions under the section.

Antero appreciates the time and effort the Tax Department has put into the Draft Legislative
Rule, and appreciates the Tax Department’s consideration of the points raised by Antero in this



letter in order to enswre that the State of West Virginia has a valuation methodology that will value
all producing wells hased on their rue and actual valne:

Please fee! free to contact me, or Kate Gociow',ku Tax Director for Antero Resources
Corporation (303) 3577310, | : o iF you have any immediale
questions.

3. Kevin Filis

Regional Viee President.

4847226641 7Gv3
HE0I 1238 pm
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Mark Morton VIA ELECTRONIC MAIL
West Virginia State Tax Department

PO, Box 1403 (taxlegaliiwvy . gov)
Charleston., West Virginia 253241005

Re: UNX Gas LLE Comments o8 Propesed Legislative Rule 118 WV CSR Serdes 1

Prear Mr, Morton:

CNE Gas LLC C'ONX™) has bad the opporiunity te review the proposed legislative ride
regarding Series 1} {the "Rule™). ONXappreciates the West Virginia Tax Department’s (Mthe
Bepartment™) efforts to provide such detatled guidance to the adustry, However, the timing of the
passage of House Bl 2587 has made it difficult for individual producers to provide considerations to
the Department prior to the filing of the Rule. CNX has some concerns it would Bke to take the
Drepartment aware of a3 we move forward .

West Viegimia House Bill 2581 made owny changes (o the information requests and valeation
considerations for off and natural gas producing property. The Rule provided by the Department has
requested producers provide actual revenues and expenses as part of their annual Hling. The request of
producers to provide actual welf revenues has been long standing: however, House Bill 2581 expanded
the defmution of well revenues to be melusive of post-processed plant gas revenaes, such as natural gas
ligquids. The other major change refiected in House Bill 2581 was the melusion of actual expenses and &
shift away from indusiry average expenses. The net proceeds of a well (i.e., actual revenves minus
actual expenses) are then valued through a yvield capitalizaiion model.

These changes are part of & long-stand ing effort by both the industry and the Legislaiive body to
more accyrately value oil and natural gas wells in a way that agrees the true and actual value of the
property as presoribed in West Virginia Code Section [1-6K-1. The passing of House Bifl 2581 was
the Legislature’s most recent attempt fo provide clarity and minimize any cwtstanding debate over the
valuation of these assets.

i seems evident to CNX that the Department anticipates a need to circumvent the actual data
provided hy produeers and instead apply their own perceived reasanableness standard. This overriding
tone is visible throughout the Rule and provides uneasiness to CNX. House Bill 2581 plainly states that
a producer is to provide “actual” revenues and “actual” expenses to the Department annnally. For
the Tax Department to then review thoserevenues and expenses with a eritical eye on their own
perceived reasonableness, ssems contrary to the intent of the Legislatiwe,




Mr, Mark Morton
July 7, 2021
Page 2

Muttiple times throughout the Rule, the Tax Department uses the word “reasonable” when
describing actual revenues and expense allocations. The apparent intent is to allow the Department
flexibility in accepting actual values. A quick search of the word “reasonable” in the Rule has 21
instances, “reasonable efforts,” “reasonable compared to industry averages,” “reasonable, actual
costs,” “determined to be unreasonable by the Tax Commissioner,” etc, CNX believes that the Tax
Department would be ill-equipped to make determinations of what is “reasonable” based on the data
being provided.

Producers across the region operate very differently, and CNX would discourage the Department
from making such comparisons in a vacuum. The main reversal of House Bill 2581 was to remove
the previous cost survey which averaged producer costs and to enable producers to provide actual values
in its stead. For the Department to then take those actual values and adjust them to reflect an artificial
industry average seems to be contrary to the intent of the Legislature. It would be the position of CNX
that any concern the Tax Department has about the values being provided should result in an audit of
that taxpayer’s return. The possibility (whether likely or unlikely) that the Tax Department could
unilaterally change a taxpayer’s revenue or expense amounts without notice or conference with the
taxpayer is understandably concerning to CNX.

CNX is also concemed with the valuation methodology changes that are being presented by the
Department. The Rule points out multiple changes to the State’s valuation models: the substantial
lowering of the capitalization rate, the elimination of the 3-year weighting, removal of the July
1%t cutoff, etc. Taken on their own, all of these changes would increase the value of a producing
property. The Department has not yet made available valuation models which reflect the Rule
changes. Without these models, CNX is at a disadvantage and unable to determine the fiscal stability of
their operations within the state.

CNX is a member of the GOWYV industry group and as such, we are aware and fully support the
concerns that have been articutated in their correspondence regarding the Proposed Legislative Rule 110
WVCSR Series 1]. We encourage and value the Department’s efforts to provide clarity to
the industry and are optimistic that our concerns detailed above will be given thoughtful consideration.

Respectfully,

Douglas Papa

Douglas Papa
Vice President - Tax
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July 2, 2021

ftark S. Morton Via Electronic Mail to taxiegal@wv.gov
Wast Virginia State Tax Department and by 1.8, Mail

P. 0. Box 1005

Charleston, WV 25324-1002
Re: Commaents on 110 WVCSR Series 13 Emergency Rule
Dear Mr. Morton,

Fam writing on behalf D, C Malcolr, Inc. to comment on the draft West Virginia Oif and Gas
Producer/Operator Form {STC 12:35 rev. 06/2021} as issued under the new emergency rule
ragarding Series 1J. 1 appreciate the opportunity to comment on this form and also appreciate
the Tax Department’s efforts 1o issue the new emergency rufe.

0. € Maleolm, fne, is a small operator of conventional naturat gas wells which are situated in
southern West Virginia. We operate approximately 180 wells, employ 5 people, and have
oparated in West Virginia since 1568,

t understand that this draft is not yet finalized but would like Yo take this opportunity to point
out saveral concerns | have with its current form.

First, the information required in Schedule 1 includes the “Serial Number of Mater That is the
First Boint of Sale.” in our businass, “serial number” can have many different meanings and |
beleve a clarification of this requirement is needed. is the Tax Department looking for an
internal, manufacturer’s serial number of the meter or the gas purchaser’s meter identification
number? The gas purchaser’s 1D number is readily available. Any other serial number is not
easily ascertained. Also, what is the purpose of providing this “serial number”?

Second, also in Schedule 1, is the requirement for Meter Location, including City, State, and Z1P.
Nearly alt of our sales meters are situated in very remotea focations and are nowhere near a
paved road, much less, a city. Exactly what information doas the Tax Department reguire in
this case? Also, what s the purpose of providing this information?

Third, page 2 of the draft return requires the Social Security Numbaer {S5N} of each of the
Owners of the well being reported. While we have this information and have no problem

disclosing it to the Tax Department, we have serious concerns about including SSNs on hard
153 Summers Street, Suite 301
Charlaston, WV 25301
tal (304) 343-0593 fax (304) 343-9502



copies of the returns that are matled to all the counties in which the wells are located. We
believe that the security of this information is severaly compromised when distributed in this
manner.

Firtally, while | realize that the Tax Department is struggling to meet the requirements and
tirnelines imposed by House Bill 2581, | would like to remind you of the burdens this new form
and compressed timeline imposes on the produding community—especially small producers.
This new reporting form will require significant software changes at great expense to our
company and also imposes tima constraints that will be difficult, if not impossible, to meet. |
wauld implore you 1o issue 8 45-day extension to the filing deadline so that we canattempt to
tomply.

Again, thank you for the opporfunity to comment, 1 may answear any questions, please feg!
frae to call me at 304-343-9593 or amail me at gou O Lonat

Sinceraly, -

Douglas €. Malcolm
President
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Mark Morton YVIA RLECTRONIC MAIL ANDULS,
West Virginia State Tax Department MAIL
PO, Box 1065
Charfeston, West Virginia 23324- 1003 {taxlegalidivy.gov)

Res CGOWY Comments on Proposed Legisiative Bule 116 WYCSR Series 1

Dear Mark:

The Gas and Oil Association of WV _ Ine, ("GOWNV™) truly appreciates the Tax Department’s
efforts to issue the proposed amendment {o legislative rule regarding Series 13 {the “Rale™). We
undersiand the compressed schedile dictated by House Bill 2581 resulted in the inability of the Tax
Department to wark with indusiry prior to the filing of the Rude. As a result, GOWVs tax committee,
several GOWV's members and its Board of Directors revidgwed the Rule, and, on their hehalf, we
submit the following general comments, followed by more specific comments for your consideration.

General Comments

Quite frankly, the deadines imposed by House Bili 2581 (“2381™) have made it impossible
for the Tax Departoient and the industry 1o work together to develop regulations and tax forms that
comply with 2381 and caplure the information necessacy for proper compliance by the industry. The
industry understands the time pressures imposed upon the Tax Depariment.  Likewises the
compressed timetable has also affected the industry’s ability to review and conument on the Rule.
Without the dpdated models or the proposed producerfoperator forms that will be published by the
Tax Department, our indusicy cannol reasonably ascertain the tax impact of the Rule and provide
focused comments. Therefore, we must offer the broad comments that address many issues thai may
be resotved once the updated models and proposed forms are published by the Tax Department. It
would be much more efficient for the Tax Department to provide a 30-45-day extension for the filing
of corpments 1o the Rule in order o allow thdustry to veview the updated models and the proposed
new producer/operator forms ance they are avatlable for review, Therefore, our first comment is that
the Tax Department should provide a 30-45~day extension to the time period for receiving comments
to the Rule, despite the dictates of the clear language of 2381 to the contrary.

As vou know; Property Tax valuation has been the fopic of much debate o our industey over
the last severalvears, Article X, Section | of The West Virginia Constitation provides that “taxation
stall be equal and uniforrs tiroughout the state, and all property, real and personal, shall be taxed m

properiion to its value 10 be ascertained as directed by faw.” West Virginia Code Section 11-6K-1

COWN com | 30436453587 1 30D Summaers Street, Sulie 820 Charleston, W Z5301



Mark Morton
July 6, 2021
Page 2

states that “All industrial and natural resource property shall be assessed annually as of the assessment
date at sixty percent of its true and actual value.” West Virginia Code Section 11-3-1 defines true
and actual value as “... a price for which the property would sell if voluntarily offered for sale by the
owner thereof, upon the terms as the property, the value of which is sought to be ascertained, is usually
sold, and not the price which might be realized if the property were sold at a forced sale.” Gas and
oil producers are required by law to have their wells taxed based on their true and actual value in the
marketplace. Industry has not been afforded its legal rights in this regard for many years, as the State's
valuation methodology has not been designed to reflect true and actual value. Qur concern is that the
Rule continues the historical failure of the State to value wells at their true and actual value as required
by state law.

During the 2021 legislative session, the Legislature passed 2581, in an effort to create some
clarity and resolve the debate over property tax valuation in the oil and gas industry. 2581 requires
that the valuation of property producing oil, natural gas, natural gas liquids, or any combination
thereof be based upon the fair market value calculated by applying a yield capitalization model to the
net proceeds. Net proceeds is the actual gross proceeds determined from the actual price reported on
the taxpayer’s return, less royalties, and less actual annual operating costs as reported on the
taxpayer’s return. 2581 is simple and specific in its application and is based on the actual revenue
and expenses reported by a taxpayer on its annual property tax return.

The overall tone of the Rule seems to contradict the plain language of 2581 and place the
property tax valuation, not on the taxpayer's actual income and actual expenses as reported on its tax
returns, but at the sole discretion of the Tax Commissioner, As a result, the Rule exceeds its statutory
authority and, as drafted, would be unenforceable as the Supreme Court of Appeals has held that:

Any rules or regulations drafted by an agency must faithfully reflect the intention
of the Legislature, as expressed in the controlling legislation. Where a statute
contains clear and unambiguous language, an agency's rules or regulations must
give that language the same clear and unambiguous force and effect that the
language commands in the statute.

It is fundamental law that the Legislature may delegate to an administrative agency
the power to make rules and regulations to implement the statute under which the
agency functions. In exercising that power, however, an administrative agency may
not issue a regulation which is inconsistent with, or which alters or limits its
statutory authority

Syl Pts. 3 and 4, CNG Transmission v. Craig, Tax Commissioner, 211 W.Va. 170, 564 S.E.2d 167
(2002). Throughout the Rule there are references to the word “reasonable” rather than simply the
actual data reported by the taxpayer on its tax return. For example, in Section 6.2 of the Rule it states
that “The lessee has the burden of demonstrating that its contract is arm’s length and the amount
received is reasonable compared to industry average...” and Section 6.3 states that “If the gross
proceeds claimed by the producer are not received pursuant to an arm’s length contract or are
otherwise determined to be unreasonable (emphasis added) by the Tax Commissioner, then the Tax
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Commissioner shall adjust the amount of gross proceeds in accordance with the following
methods:...” These sections give the Tax Commissioner the discretion to deem a producer’s actual
proceeds unreasonable and modify the amount of gross proceeds received by the producer and
reported on its property tax returns. Further, the Tax Commissioner has the unilateral discretion to
create “industry averages” for the producers, without the benefit of an industry survey that was
required under the old law. This discretion granted to the Tax Commissioner in the Rule is
contradictory to the powers granted in 2581.

Virtually every producer operates differently in this industry and there is no simple way to
compare producers and create an artificial “industry average™, One of the reasons that the industry
requested that this law be changed was because the way the Tax Department calculated industry
averages under the survey required in the old law could not be substantiated mathematically, 2581
is very clear on its face: value is determined from the actual price reported on the taxpayer’s return,
less royalties, and less actual annual operating costs as reported on the taxpayer’s return. If the Tax
Department has an issue with what is reported by a taxpayer, then it can audit the property tax returns.
The way the Rule is written, the Tax Commissioner can unilaterally change what was reported by a
taxpayer, without having to audit the taxpayer’s return. This industry is complicated and diverse and
that is why actual numbers taken from the tax returns was set forth in 2581. The Rule fails to recognize
the differences and complexities common in the industry and appears to be taking a “one size fits all”
approach to property tax valuation. This simply is not representative of the industry, nor will it
calculate the true and actual valuation of property producing oil, natural gas, natural gas liquids, or
any combination thereof for each taxpayer.

We are also concerned about the Annual Property Tax Returns as set forth in Section 9 when
coupled with the Default method of Valuation set forth in Section 8 of the Rule. Section 9
contemplates significant changes to the reporting required with the annual property tax returns, and
as the date of this letter the property tax returns, which historically are due August 1¥, have not been
formally published to the industry. Industry is concerned that the property tax returns may require
information that is not readily ascertainable and that it may require new software or significant
changes to existing software, and that there is simply not enough time to file the property tax returns
in a timely fashion. In addition, Section 8 states that “When a producer does not file a complete
(emphasis added) return for a well on or before the August 1st due date of the return, ..., the Tax
Commissioner shall use the average industry price of the producing area...to estimate the value of
the well.” Taken literally, the Tax Department may not publish the new forms in time for producers
to properly respond to the new information required and then the Tax Department can deem the return
as “not complete” and unilaterally estimate a valuation for each well based on what the Tax
Department deems “industry average”.

There is also concern that the Tax Department is attempting to manipulate the value of a well
by decreasing the cap rate that is used in the Discounted Cash Flow calculation, based upon the
introductory language from the fiscal note attached to the Rule filing and set forth below:
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This rule would offsat the costs of fractionation to income from natural gas llquid production and would
set a capltalization rate that is lower than the current rate. This would result in @ minimal change in
revenue. Administrative costs would be $25,000 for system changes in valuation models.

Historically the Tax Department has computed a capitalization rate over the past ten years that has
averaged approximately 15%. The historical capitalization rate used in West Virginia is consistent
with the capitalization rates used in Kentucky and Ohio to value producing oil and gas reserves. It is
critical that West Virginia remain competitive with its surrounding states. The Tax Department
published the tentative variables for the 2022 assessment year and estimates the capitalization rate to
be 10.8%. This is over a 25% decrease from the 2021 assessment year. Lower cap rates mean
higher values! Industry understands that the capitalization rate can fluctuate based on market
changes and questions what specific market changes would cause the capitalization rate to drastically
change from the historical 15% average. This is yet another item that appears to give too much
discretion to the Tax Department when valuing a well,

The proposed Rule contains significant provisions disallowing the use of affiliate contractual
arrangements for determining allowable revenues and expenses. Given industry regulation and
current practices, our experience is that affiliate contracts should reflect market pricing at arm's
length. As a result, we believe that affiliate contracts should be considered as a starting point with
regard to the determination of gross proceeds when it can be supported that these contracts represent
arm's length market pricing. Industry agrees that in the situations where a market gross price is
reduced for incremental actual expenses (a common practice in the industry regardless of whether a
marketing company is affiliated), a company should not report the expense adjustment separately on
the property tax return if the expense is already reflected in the gross price received.

The intent of 2581 was to include all of the actual costs the industry must incur to achieve a
sale. There are significant changes in the Rule that suggest the State’s valuation models will change.
As noted above the capitalization rate was one of the proposed changes. In addition, it appears the
manner in which the gross revenues will be weighted and declined to the July 1% assessment period
is changing. Historically the Tax Department weighted the prior 3 calendar years and declined the
revenue to the 7/1 assessment date. The proposed Rule eliminates the 3-year weighting and removes
the decline to the July 1% cutoff. Removal of the July I* cutoff will increase values and not be
reflective of the value as of the July 1% lien date. The industry requests the Tax Department publish
the valuation models they intend to leverage outlined in subsection 10 of the Rule for the upcoming
2022 tax year. Without valuation models demonstrating the proposed changes, the industry will not
be able to ascertain the actual impact to their property taxes.

The industry feels that the Rule changes are complex, affording too much discretion to the
Tax Commissioner and in many places subject to misinterpretation which could lead to more property
tax disputes. Specific questions and concerns raised to date by industry participants are enumerated
below. The industry continues to read and assess the changes as they are significant and therefore
may have additional comments accordingly.
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Specific Comments and Questions

Section 1.1:  The characterization of the valuation method as "mass appraisal" is an
indication that the Rule strays from 258 1's mandate that each well be valued based on its own actual
income and expenses.

Section 3.2: These costs should not be limited prior to an arm’s-length sale defined in section
3.4 if the affiliate transactions reflect market pricing at arm’s length.

Sections 3.3 and 3.35: Appraised value includes real and personal property. Real property is
not defined. Personal property appears to have changed from the industry standard of including
personal property to the first point of sale. As it has been conveyed with the Tax Department's
diagrams, historically the Tax Department advised companies that related party affiliate gathering
assets were included in the affiliated working interest assessments when the gross proceeds were
reported at a point of sale occurring subsequent to the affiliate gathering system. This shift in policy
may increase companies’ property tax burden.

Section 3.4: Arm’s length should include affiliate transactions if the affiliate transactions
reflect market pricing at arm's length.

Section 3.17: Sometimes a Farm-Use well is sold with the farm so that the user of the well is
not the owner of the gas in place. Ownership should not be required for the classification of a well
as a farm use well.

Section 3.19: Production beginning after December 31st and prior to the July 1st assessment
date must be reported. The producer/operator propetty tax returns are due August 1*'. Producers will
not be able to provide actual production for July and possible prior months at the time of the August
1! deadline.

Section 3.21: Means the total income received for the production on any well, without
reduction for any royalties, costs, allowances, expenses, or adjustments of any kind, determined at
the point of a metered or measured first sale to an unrelated third party.... also includes, but is not
limited to, payments and accruals to the operator for certain services such as metering, dehydration,
liquids separation, measurement, and gathering, or any combination thereof. Monies and other
consideration, to which an operator is contractually or legally entitled, but which the operator does
not seek to collect through reasonable efforts, are also part of "gross receipts" or “gross proceeds.”

Companies’ points of sale vary based on underlying market rate contracts, and as such there
could be various cost allowances contemplated in a gross payment to companies. The Tax
Department should not be permitted to disallow any expense reductions in companies' gross proceeds.
Companies should not be allowed to claim costs allowances in their gross proceeds twice, but the
market-based reductions in gross proceeds should be permitted.
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The language of the Rule appears to impermissibly allow the State to deviate from actual gross
proceeds received by the producer. Accruals are not actual gross proceeds. The industry has a delay
in accounting for production generated. Sophisticated accounting systems exist that distribute the
actual revenues and expenses to individual wells and owners on wells. Industry does not have the
means to account for accruais that may not be reflective of actual production at a well and/or owner
level.

Further, services for metering, dehydration, liquids separation, measurement, and gathering
are not reflective of the gross proceeds derived from the well production. These gross revenues are
relevant to the specific assets to which they relate (liquids separation, gathering, etc).

Section 3.23: Sometimes a Home-Use well is sold with the home so that the user of the well
is not the owner of the gas in place. Ownership should not be required for the classification of a well
as a home use well.

Sections 4.2.2 and 4.3.2: Wells that produce less than average 1 BBL/day or 8 MCF/day are
valued based on an annual percentage determined by the Tax Commissioner. What is the basis of the
safe harbor average daily production? Industry request these thresholds align with severance tax at
Y2 BBL/day and 5 MCF/day. On what basis is the annual percentage to derive a safe harbor value
derived?

Section 4.3: In order to make Section 4.3 consistent with Section 3.35 personal property
should be Personal property at the well site or “on the lease or communitized area.”

Section 4.3.3: What is the point of sale before or after processing looking to accomplish? If
companies have NGLs and they sell prior to processing the NGLs are valued based on residue gas
while if the point of sale is after processing, they are valued based on NGL proceeds. This could
create uniformity discrepancies.

Section 4.4.2: States the commissioner will annually determine the working and royalty
percentage interests on a per well basis. Operators have different royalty arrangements which may
result in some operators having average royalty interest percentages that are higher than industry
averages

Section 5.1: Weighting of the prior 3-year revenues and declining the calendar year revenues
forward to the July 1* lien were removed. This would be a shift in administration that has nothing to
do with HB 2581 which was intended to allow all actual revenues and expenses for oil and gas
production. Removal of the July 1st cutoff will increase values and not be reflective of the value as
of the July Ist lien date. The industry requests the Tax Department publish the valuation models they
intend to leverage with the proposed Rule for the upcoming 2022 tax year. Without valuation models
demonstrating the proposed changes, the Industry will not be able to ascertain the actual impact to
their property taxes.
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Section 5.2: States the minimum working interest no less than machinery and equipment value
which is not clearly defined

Sections 5.4.2.a.4: A size premium adjustment to the capitalization rate is new and highly
subjective affording entirely too much discretion to the Tax Department as to what an appropriate cap
rate may be.

Section 6.1.3: Affiliate gross proceeds should be permissible when a company can
demonstrate that the related party contract terms are predicated on arm's length pricing contracts and
computations.

Section 6.2: This Rule puts a burden on the lessee to demonstrate that its contract “is
reasonable compared to industry averages.” The lessee negotiates its own deal and has no way of
knowing what the industry average is. Each lessee negotiates its best deal based upon its specific
facts and circumstances and it should not be held to a fictitious comparison to a fictious industry
average.

Section 6.3: If the gross proceeds ...are otherwise determined to be unreasonable by the Tax
Commissioner, then the Tax Commissioner shall adjust the amount of the gross proceeds in
accordance with the following methods. There should not be discretion afforded to the Tax
Commissioner as to what is reasonable when actual revenues and expenses are based on market rate
contracts. Further the alternative methods outlined suggest leveraging comparable contracts. The oil
and gas industry market is complex and sophisticated and it is not evident how the Tax Department
will determine comparable amounts and adjustments. Actual gross proceeds received by the producer
is the standard intended by the statute and should be reflected in the Rule.

Sections 7.1 and 7.1.2: 7.1 references "reasonable, actual annual operating costs" and 7.1.2
suggests that any related party transportation, processing, or fractionation costs will be disallowed if
deemed unreasonable. As discussed above there is no one-size fits all approach for these costs and
so long as they are based on contracts with market rates, they should be permissible. The industry
feels that related party cost allowances should be permissible when a company can demonstrate that
the related party contract terms are predicated on arm's length pricing contracts and computations.
Further, the Tax Commissioner is not in a position to determine an industry average without knowing
and then applying the specific circumstances surrounding a specific taxpayer’s situation.

Sections 7.2, 7.2.1, 7.2.2 and 7.2.4: Allocation of Operating Cost among product types: The
Tax Department is creating methods of cost allocation that may not be how the industry practically
handles the allocations of costs. Why does the Tax Department have discretion on how to allocate
costs when they aren't operating the assets? Sophisticated accounting systems exist that distribute the
actual revenues and expenses to individual wells and owners on wells. The industry requests further
guidance on the administration of the cost allocation procedure as it is not evident.

Section 7.2.3: No processing expense allowance for residue gas is wrong. Companies first
incur processing costs for both residue gas and NGLs prior to any incremental transportation costs at
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the outlet of the processing facility. Companies should be afforded a deduction for processing to
derive the pure, marketable, and saleable residue gas, while the proposed Rule indicates the
processing cost allowance is for NGLs gross proceeds only.

Sections 7.3.2.b, 7.3.3 et.al, 7.3.4.b and 7.4 et al: Costs are limited to certain types. There
should not be limitations when companies are transacting business on an arm's length basis with
underlying contracts. Additionally, depreciation of equipment purchased or acquired is an
appropriate lease operating expense and should be allowed.

Section 8.1: If a producer does not file a complete return then the Tax Department will use
average pricing. What is considered incomplete? What will the average pricing be based? What
about the allowable expenses?

Section 9.1.1.h: States must report the location and serial number of the meter that is the first
point of sale. Which serial number: an internal identifying number for the meter, the gas purchaser’s
identifying number for the meter, or the manufacturer’s serial number on the meter? What is the intent
of this requirement? Further this information may not be readily available.

Section 9.1.2: What is the statute of limitations on the proposed review/audit?

Section 9.1.3. The producer must also produce any records or documents that the
Commissioner may require proving or verifying the gross proceeds or actual annual operating costs
claimed. Companies should have the underlying contracts and invoices to support gross proceeds
and costs, however there are sophisticated accounting systems that exist to distribute the actual
revenues and expenses to individual wells and owners on wells. The request for support could be
involved and voluminous and require additional administrative effort for companies. The
Commissioner should not have the discretion to reject a property tax return if supporting details are
not provided within a requested timeline as it could require weeks of effort for companies to compile
supporting schedules and records.

Section 9.2: Stipulates an electronic property tax return must be filed for 25 or more wells.
Industry supports electronic filing to eliminate paper waste, but the electronic filing requirements
must be attainable for all companies. In the past the Tax Department’s electronic filing requirements
were regimented and required additional administrative burdens for companies to comply and
therefore a limited number of companies were capable of e-filing. Companies need several months of
lead time to prepare for the e-filing change and requirements.
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We appreciate the opporlunity to review and provide comments on the proposed Rule, As well as the
opporfunity to work together with the Tax Department {0 create a property tax systent that encourages
additional oil and gas development and investment our State. We know that the oil and naiural gas
ndustry is one dimension of hope for West Virginia at an extraordinary time when hope s at a

preauian,

Very traly vours,

Mare A, Monieleone
Co-Chatr. GOWY Tax Conupntitse

Very truly vours,

Elizabeth Burg
CoChatr, GOWY Tax Commiites
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Froun Blashford, David <DElashford@greyvlockenergy coms>

Sent: Tuesday, July 6, 2021 412 PM

Tem WY Tax Legal Division

Subject: {External] RE Commente On Emérgency Rule, Title 1310-01], Drafl ST 12:35 Froducsr

Onarator Return, 2022 Variables UPDATED

nal smail. D potclick finks or apen.

Please be advised my conmnents are directed towards the “regular proposed rule” and NOT the “Emergency Rude”

David A. Blashford, Tox Manager S

AT IR Feew
RN e T L RN
Greylock Energy, LLC RN

500 Corporate Landing
Charleston, WV 25311

Phone: 304-935-6100, £xt. 1323
Fox: 304-925-8264

From: Blashfard, David

Sentr Tuesday, july 6, 2021 3:53 PM

To: taxlegal@wv.gov

Subject: Comments On Emergency Rule, Title 110-01), Draft STC 12:35 Producer Operator Return, 2022 Variables

To Whom it May Concern:

fwould lke to comment on the Emergency Rule for WV Personal Property Taxes for O and Gas well valuation, the
proposed producer operator return, and the proposed oil and gas variables for the 2022 tax year.

Emergency Rule:

1} DPefinitions, Section 3.21, Papge 4; The State has in this definition “at the point of 3 metered or measured first
sale to anunrelated 3" party”. If we have legally binding sales contracts between our production and
marketing companies is this acceptable? Also in this section the State defines gross receipis as including
“accruals” which leads one to believe we might be taxed on general ledger accruals made for financiad statement
GAAP purposes. Accruals are estimated required Yor financial statement purposes only and are simply sales
estimates, They should not he included in a definition of grass receipts. Also included in this section is the
“monies and consideration” which the operator does not seek to collect through reasonable efforts is also
concerning. Ars we going to be taxed on amounts we haven't actually received or attempled to colléct?

2} Section 4.2.2 and 4.3.1, Page 8: How did you determine the production amounts for the safe harbor
provisions? One might refer to the production amounts as defined by the National Stripper Well Associstion
and EiA which is much higher. What is the precise formala for the assessment percentage for these wells.

3} Section 4.4.2, Page 9: States the commissioner will annually determine the working and royalty percentage
interests on a per well basis. 'm not sure why this section is here and what it wili he used for. Ali operators
have different royalty arrangemants which may rasult in some operators having average royalty interest
percentages that are higher than industry averages.




4) Section 5.1, Page 14: Why are you removing the decline adjustment to July 1%'?, The intention of this section was
to take our prior 12 month calendar year sales and decline them to arrive at a correct July 1% value. The State is
using the prior 12 months calendar year sales and production as a basis for valuation as of the July 1%
assessment date. By removing this decline adjustment you are overstating their valuation (and our values) with
an extra six months of value.

5) Section 7.2, Page 18: Allocation of Operating Cost among product types: How are we going to allocate common
operating wells costs between product types? If we perform normal well-tending work on a well that produces
both oil and gas we don't separate those costs. If we allocate all of those costs to one product type, will that not
cause a higher discounted cash flow and appraised value for the product that doesn’t get allocated those
costs? Will you allow us to develop our own rational allocation of costs in these circumstances or will you
develop your own allocation?

6) Section 9.1.1.h, Page 22: States we must report the location and serial number of the meter that is the first
point of sale. Are you wanting our internal identifying number for the meter?, the gas purchaser’s identifying
number for the meter?, or the manufacturer’s serial number on the meter? Not sure what the intent of this
section is.

Reporting Form and Electronic Filing:

1) Electronic Filing Template & Tax Form:

a. InSchedule 1 you are requiring land book acreage and lease acreage. The electronic filing template
does not include columns for that. In addition | suspect most producers do not have exact acreage
records for each weli. At a minimum this could be a reporting issue.

b. InSchedule 1 you are requiring a meter mailing address including city and state and zip. if the meter s
located in a rural unincorporated area are producers to use the closest city with a zip code? 1'd submit
most producers will not have this information readily available and I'm not sure why the State will
require this. Also | don’t believe the electronic filing template has a column for that.

c. InSchedule 2 you are requesting operating expenses by resource. As discussed above how are we going
to allocate common operating wells costs between product types? If we perform normal well-tending
work on a well that produces both oil and gas we don’t separate those costs. If we allocate all of those
costs to one product type, will that not cause a higher discounted cash flow and appraised value for the
product that doesn’t get allocated those costs? Will you atlow us to develop our own rational allocation
of costs in these circumstances or will you develop your own allocation? In addition the electronic filing
template does not have columns for operating expenses.

d. lam assuming an updated electronic filing template will be pravided shortly?

Tentative Natural Resource Variables:

1) Capitalization Rate:

a. Why have you switched to a 90 day treasury bill for the safe rate and the other components of the cap
rate? Not sure why the switch from a 3 month constant maturity interest rate was made. Can this be
explained?

b. Why was the personal property tax component of the cap rate removed? Is this not an important
component for producer business decisions and the proper calculation of a discounted cash flow?

c. Why are you using a three year production average when the three year production average has been
removed from the your rule? it seems there is a mismatch between what sales are being used in the
yield capitalization model and the cap rate. This will result in a capitalization rate that does not reflect
the true cash flow of our wells and will result in unusually large increases in values.

d. The capitalization multipliers only go out 15 years. Are you assuming a well's useful life is only 15 years?



e. The current proposed capitalization rate goes from around 15% to around 10% which will result in a
substantial increase in values and taxes which is not consistent with prior years and does not reflect the
true discounted cash flows of our wells.

2) Operating Expenses:
a. Are we allowed to use the average operating expenses for our reporting? This conflicts with the
emergency rule which allows for actual operating expenses.

Should you have questions or require further information or clarification, please feel free to contact me directly.
Thank you for your consideration,

Dave Blashford

David A. Blashford, Tax Manager
Greylock Energy, LLC

500 Corporate Landing
Charleston, WV 25311

Phone: 304-925-6100, Ext. 1323
Fax: 304-925-8264
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AN fraxlegalihwv.gov]
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Mark §. Morton, Hsquirg

Greneral Counsel

West Virgima Sate Tax Departtnent
1001 Lee Street, Bast

Charleston, West Virginia 235301

RE:  Comments of the County Coimnmissions of Doddridge County and Harrison
County, West Virginia, on the West Virginia State Tax Corumissioner's
PROPOSED Legislative Rule Entided “Valuation Of Producing And Reserve
C)li Nammi Gas Liquids And Nalm'al (Gas For Ad Valorem Froperty Tax

Tiear Mr. Morton:

On behalf of the County Commission of Doddridge County, West Vuginia
(“Doddridge County Commission™), and the County Commission of Harrison County, West
Virgimia (*Harrison County Commission”} {the Doddridge County Conunission and the
Harrison County Commission are collectively referred o as "Coungy Commissions™}, I am
hereby submitting comuments on the West. Virginia State Tax Commissioner’s { “Tax
Conumissioner”) proposed Legislative Rule entited “Valuation Of Producing And Reserve
(il, Natural Gas Liguids, And Natural Gas For Ad Valerem Property Tax Purposes” and
desigmated *Title 110/Series 01J,” as filed with the Secretary of State of the State of West
Viegini (“WVS08™) on June 4, 2021 (‘PROPOSED Legislative Rule”). 1 have one
overarching comment and a few specific commertts on the Tax Commissioner’s PROPOSED
Legisiative Rule.

The overarching comment on the PROPOSED Legislative Rule is that, unfortunately,
it would appear as if the West Virginia State Tax Depariment (Tax Department™) carmot
state what the impact of the FROPOSED Legslatve Rule will be with regard to the tax
revenues to be received hy the County Commissions from off and/or gas producers for ad
valorem taxes. As [stated in my May 14, 2021 correspondence to you {a copy of which ig
attached hereto/enclosed herewith, made a part hereof, and incorporated herein), the County
Conumissions are very concerned about the potential decrease in ad valorem tax revenues to
the County Commissions as a result of H.B.2581. Abthough said correspondence was written

g
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i::- connection with the annGuaied BEmergency Rule tw be promulgated by the Tax

omimnissioner pursuant w HB, 2581, it was also intended 1o deal with the PROPGSED
Lgommm Ritde presumably to beg promuigated by the Taxy Commissionsy,  In said
cmn-:,pnﬂc enoe, T specifically su f,\}{‘b&’t on behadf of the County Commdstions, that the Tax
Conurgssioner endeavor 1o mdnize the potential adverse impact on the tax rovenues o be

received by the County Commissions, when he promulgated the Bmergeney Rule, as well ag

the PROPOSED Legisiative Rule,

After the PROPOSED Legisiative Rule was fled with the WYSQS on June 4, 2021
angd the Emergency Rufe wag fled with the WVSOS on June 8, 2021, T sent certain
correspondence to you, dated June 23, 2021, specificaily asking about cortain statements ity
the Emergency Rule and certain statemends o the PROPOSED Legistative Rule, to the effect
that they “would result in a sauninal change in {tax] revenue{s].” By correspondence, dated
July 1, 2021, Steven Stogkton (“Mr, Stockton") responded to wmay June 23, 2021
comespondence. A copy of Mr. Stockton’s July I, 2021 comespondence s attached
hereto/enclosed herewith, made a part hereof and incorporated  herein In said
correspondence, Mr. Stockton noted that the PROPOSED Legistative Rule was mandated by
H.B. 2581, which, as we all know, was passed on the last day of the 2021 session of the West
Virginia Legislature. In addition, in said correspondence, Mr, Stockton noted that "{tihe
fiscal notes that were prepared before HLE. 2581 became an enrolled bill simply do not reflect
the revenue impact of the bill that was signed into law.” Moreover, Mr. Stockton, in said
correspondence, effectively noted that it was H.B, 2581, not the PROPOSED Legisiative
Rule, which would most likely result in 2 decresse in the ad valorem tax revenues to be
received by the County Commissions from oil and/or gas producers. Finally, Mr, Stockon
unted that “falny change in [1ax] revenue {received by the County Commissions] atiributable
to the [FROPOSED] Legislative Rule iself is judged to be minimal, as stated in the fiscal
note” to the PROPOSED Legislative Rule.

Although I certainty appreciate Mr. Stockion’s response to the inquiry in my June 23,
2021 correspondence 1o you, said response does oot readly address the overarching concern
raised in my May 14, 2021 and my June 23, 2021 correspondence to you. In other words, it
does not address the specific amounts of the tax revenies presumably to be lost by the
Doddridge County Commission and the Harrison County Commission as a result of the
PROPOSED Legislative Rule, whether the same be the result of the PROPOSED Legislative
Rule itsedf or the result of H.B. 2581, which is why the PROPOSED Legislative Rule was
promulgated by the Tax Commissioner in the first place. Is the loss w the county
commissions in ol and gas producing counties (including the Doddridge County Commission
and the Harrison County Commission) going to be $58.6 or §%9.1 or some other dollar figure?
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Dwould certaindy think that you, &8 well as My, Stockion and the Tay Compissioner, would
agree that the same s move than 2 faiy question,  Accondingly, on behalf of the County
Comrdssions, { respectfolly request that the Tax Comsuissioner amend and/or modify his

PROPOSED Legislative Rule to desl with the potential adverse @ax revenues impact to the
County Comprussions,

Also, T want to note that, after § received his July 1, 2021 cowrespondence o me, §
spoke with My, Stockton in an effoit 1o determine if there was any way to determnine what the
actual lost fax revenues impact was going fo be with regard to the combined effect of H.B.
2381 and the Tax Commissioner's PROPOSED Legiclatve Ruole. Mr. Stockion kindly
girected me to the Propeny Tax Division of the West Viginla State Tax Departiment
{“Property Tax Division™) and, more particularly, to Travis Payoe ("Mr. Payne”), its Aciing

Director,

Thereafier, on July 1, 2021, I spoke with Mr, Payne, and he informed me that, o the
best of his knowledge, the Froperty Tax Division could not state what the amounis of the lost
ad valorem tax revenues would be to the Doddridge County Commission and the Harrison
County Commission as a result of the combined effect of HB. 2581 and the Tax
Commissioner’s PROPOSED Legisiative Rule. T assume you, a3 well s Mz, Stockton, Mz,
Payne and the Tax Commissioner, would all agree that, knowing what those amount would
be, is a reasomable part of the promudgadon of the Tax Commussioner’s PROPOSED
Legislative Rule,

Ag to the specific compnents to the Tax Comwnissioner's PROPOSED Legislative
Rulde:

1 In Section 3.2 thereof, in the third line, it is suggested that the words “directly
and solely” be ingerted between the word "costs” and the word “incurred™;

2. With regard 1o the definigion of “{elconomic interests” set forth in Section 3.16
thereof and the use of the term “economic interests” in Section 3.38 thereof, it is suggesied
that the same are too broad and potentially open the door for abuse by the oil and gas
producers;

3, With regard to the definition of "{plroducer” and “[olperator” i Section 3.38
thereof, it is suggested that the apparent effective inclusion of what are commonly referred to
as “overriding royalty interest owners” be deleted;




Mark 8. Morton, Esquue
dnly o, 2021
Page 4

&, As o Section 3.46 thereof (the defindtion of “Totyd Froducion™), theve &8 a
reference 1 “adl oif, natueal gas Howids and nataral gay actually pmr?* ed and endd from g
ingle well that is developed and producing on the assessment date.” What happens #f the il
madural gas Baguids or natural gas i pot sold on the "assessment 4;&?;““’? I other words, what
# the ofl, nateral gas hguids or natural gas are produced, but not sold, on the "“sscsm}eni
date”? Wn"‘: if the off, natral gas lguids or natpeal gas are produced on the “assessment
date,” but are effectively o stovage on e “assessment date”? Does that mean that such oif,
natural gas Hquids or 1'13&31-&" gas is not 1o be factored in in determining the ad valorem tax?

It is suggested that these questions be answered as the Tax Commmssioner contmues ©
promulgate his PROPOSED Legislative Rude;

3

Z?‘

& Section 4.4 thereof raises the question of what happens if the “lease or piher
arrangement” is pot “typical”? It is suggested that one or more additional examples, othar
than the example given in Section 4.4.1 thereof, be provided by the Tax Comumissioner as he

continues 1o pronulgate his PROPOSED Legislative Rule;

8. As to the “single sinte-wide capitalization rate for oil, natoral gas, and natural
gas Hguids” mentioned in Section 5.4 thereof, exactly when and exactly bow will that rate be
determined? Tt is suggesied that sald “when” and said “how™ be addressed as the Tax
Commissioner continues to promulgate his PROPOSEL Legistative Rulg;

7. Section 6.2.1 thercof contemplates a possible “review and audit by the Tax
Commissioner” of cortain “data” retained by the off and/or nataral gas producers. What
exactly are the Tax Commissioner’s plans for conducting such “review{s] and auditfs]"? For
example, will such “IE‘.\’iE‘-W[S] and auditfsl” be conducted with regard to every off and gas
producer in the State of West Virginia or will they be randomly conducted gr will they be
based upon some criteria predetermined by the Tax Commissioner and/or the Tax
Department? i is the latter, what will that predetermingd criteria be? Also, what happens
if the oil and/or gas producer has not retained the “data™? It is suggested that all of these
guesiions be answered as the Tax Commissioner continues to promulgate his PROPOSED
Legislative Rule;

. As to Section 7.2.4 thereof, what “additional information” does the Tax
Commissioner and/or the Tax Bepartment believe will be “necessary™ Tt is sugpested that
this question be-answered as the Tax Comumissioner continues to promulgate his PROPOSED
Legislative Rulg;

b s o ¥ . ¥ o Y i N - W3 o2 B2 TR EN I T O W B

e

Y MERITAS LAW HRMS WOHRLOWISE



Mark & Morion, Bsquire
Tulv &, 2031
Fage 8

"3. As trr Section 7.3.72 thereof| st m;,gextad that afteaney feoy and expenses be
speciically excluded from “lease operatmg expenses.” In & like ndr.m:“, i Section ?v‘g:
there :ef ttorney fees and expenses should apecifically be fcluded in “non-allowabds costy’
1{3, With regard ro Section 7.3.2 thereof and Seotion 7.4 thereof, it s supggested that
Secrion 7.3.2 thereof make clear yeference to Section '.?.-i thereod, to f:l“rif}’ hat the various
“non-aflowable costs” set forth in Section 7.4 thereof are not wr be mcluded iIn the "actual
Gpuam‘g costs” referenced m Section 7.5 theraof. In 3 like manner, i 18 suggested that Section

7.4 thereof make clear reference to Section 7.3.2 thereof; and

11, Is it possible for the concept set forth in Secton 8.1 thersof to be the antwre
FROPOSED Legislative Rude with regard to valuing oil and/or gas wells for ad valorem tax
purposes? It is suggested that the Tax Conunissioner consider such possibility as he continues
to prorulgate his PROPOSEL) Legisdative Rule.

Since there may be certain additional potential issues andfor problems with the
PROPOSED Legislative Rule not yet ideniified and since the Tax Commissioner may make
changes to his PROPOSED Legislative Rule based upon the coniments set forth «bove or
otherwise, on behalf of the County Corurnissions, T reserve the right to make additional
comments with regard to the Tax Commissioner’'s PROPOSED Legislative Rule.

if you have any guestions whatsoever about the conunents set forth above, please do
not hesitate (o call me at (304) 7204217 or email me at fodgersis

Kavcasto oo,

Sincerely, e

B d &=
I F & o
e & \\,.,..-w{.,..-\w\..--
-~ .,a‘::‘:‘a'?*::-\\ 3. "“ " 3
o T

¥ R “Terrance Rod,g,f:rs

RTR/spw
Attachments/ Enclosures
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cer Jonathan Nicol, Esquure {w/atfs}
VIAREGULABR TS MAIL

o Mr. Travis Payne (w/encls.)
Stephen B, Stockton, Esguire {(w/endls.)
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1500 Chase Tower * 707 Virginia Street, E. « Charleston, WV 25301
Mailing Address: P.O. Box 2031+ Charleston, WV 25327

{304} 345-8900 - Fax: (304) 345-8809

& e ,‘ www.kaycasio.com
e PLAC
Afforneys at' Law

May 14, 2021

VIA EMAIL [mark,s.morton@wv.gov]
and REGULAR U.S. MAIL

Mark S. Morton, Esquire

General Counsel

West Virginia State Tax Departrment
1001 Lee Street, East

Charleston, West Virginia 25301

RE: Comments/Suggestions With Regard To Anticipated “Emergency Rules”
Which Must Be Promulgated By West Virginia State Tax Commissioner
Pursuant to the Newly Enacted W.Va. Code § 11-1C-10(d}(3).

Dear Mr. Mortorn:

Pursuant to our telephone conversation of Friday, April 30, 2021, on behalf of my
clients, the County Commission of Doddridge County, West Virginia (“Doddridge County
Commission”), and the County Commission of Harrison County, West Virginia (“Harrison
County Commission”) (the Doddridge County Commission and the Harrison County
Comrnission are collectively referred to as “County Commissions”), I am hereby submitting
our comments and suggestions with regard to the anticipated “emergency rules” which the
West Virginia State Tax Commissioner (“Tax Commissioner”) is required to promulgate

under the newly enacted W.Va. Code § 11-1C-10(d)(3).

First, the County Commissions are very concerned about the potential adverse impact
of the “emergency rules” to be promulgated by the Tax Commissioner, from the standpoint
of the anticipated significant decerease in tax revenues to the Commissions. Accordingly, the
County Commissions suggest that the Tax Commissioner, when he promulgates those
“emergency rules,” endeavor to minimize such potential adverse impact to the County

Commissions.

Second, the County Commissions are concerned about what is meant by “taxpayer's
returns” in the newly enacted W.Va. Code § 11-1C-10(d)(3). They are concerned because
there is no clear definition of what is meant by those words. Is it an income tax return or is it
a West Virginia Off and Gas Producer/Operator Return or is it some other return?
Accordingly, the County Commissions suggest that the Tax Commissioner’s “emergency

rules” define exactly what is meant by those words.

ﬁ MERITAS LAW FIRMS WORLDWIDE
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Mark 5. Morton, Esquire
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Third, the County Commissions suggest that the “emergency rules” to be promulgated
by the Tax Commissioner authorize the Tax Commissioner and/or his representatives to
audit the “taxpayer's returns” to ensure, among other things, that the “actual price received
by the taxpayers as reported on the taxpayer's returns,” are indeed, the “actual price received
by the taxpayers.” In addition, the County Commissions suggest that such auditing function
allow for the Tax Commissioner and/or his representatives to determine that what the
taxpayers are reporting on their “taxpayer’s returns” with regard to “actual annual operating

costs,” is truly accurate.

Fourth, the County Commissions believe that the Tax Commissioner, in his
“emergency rules,” needs to clarify the “actual gross receipts on a sales volume basis”
language in W.Va, Code § 11-1C-10(d)(3). In particular, the County Commissions are
concerned that, without such clarification, the taxpayers may seek to avoid having to include
certain derivative transactions (swaps, hedges, collars, etc.), which those taxpayers are not
paying tax on in West Virginia because they are effectuating such derivative transactions
outside of West Virginia. The Cotinty Commissions believe that not including such derivative
transactions in the effective formula for determining a taxpayer’s property tax assessments
would be unreasonable because it is oil and gas being produced in West Virginia that is
effectively the backing or collateral for such derivative transactions.

Fifth, the County Commissions are concemed that, without adequate clarification by
the Tax Commissioner in his “emergency rules,” taxpayers would have the potential to avoid
including what is truly the “actual gross receipts” in situations where it sells the oil or natural
gas it produces to an affiliated entity, For example, a taxpayer could sell oil or natural gas to
an affiliated entity at a certain price and that affiliated entity could then sell that oil or natural
gas to an unaffiliated entity at a higher price which is truly arms-length and commercially
reasonable. In that instance, the taxpayer should not be able to utilize the lower price which
it sold the oil or natural gas to its affiliated entity. Otherwise, taxpayers could offload their
oil or natural gas to affiliated entities at a certain price, then those affiliated entities could sell
that oil or natural gas downstream ata higher, truly arms-length and commercially reasonable
price, and that truly arms-length and commerciaily reasonable price would not be included as
part of the formula for valuing the property producing the oil or natural gas. That certainly
is not what the West Virginia Legislature intended, but without clarification by the Tax
Commissioner in his “emergency-rules,” the same could certainly occur.

Sixth, the County Commissions believe the “emergency rules” to be promulgated by
the Tax Commissioner must take into account what the taxpayers are already effectively
deducting from their royalty payments to the owners/lessors for “lease operating expenses,”
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“lifting costs,” “gathering,” “compression,” “processing,” “separation,” “fractionation” and
“transportation charges” (as set forth in W.Va. Code § 11-1C-10(d)(3)(B)). In other words,
taxpayers should not be able to fully deduct such “actual annuai operating costs” if they are
already effectively recovering all or some of those “actual annual operating costs” from the
owners/lessors. Without proper clarification by the Tax Commissioner in his “emergency
rules,” taxpayers will effectively be able to “double dip” with regard to their “actual annual

operating costs.”

The Doddridge County Commission knows for a fact that a certain oil and gas
producer (Antero Resources Corporation (“Antero”)) passes along some, if not all, of the
“actual annual operating costs,” as defined in W.Va. Code § 11-1C-10(d)(3)(B), to it as an
owner/lessor. As an example of the same, attached/enclosed please find a copy of certain
documentation sent by Antero to the Doddridge County Commission for a certain well that
Antero has drilled on Doddridge County Commission property. Said documentation
includes a certain royalty check and “stub” for said royaity check showing the expenses which
Antero effectively “passed along” to the Doddridge County Commission, and a certain “key”
which Antero provided to the Doddridge County Commission, said “key” providing more

detail relative to the aforementioned “stub.”

Seventh, the County Commissions believe that the term “lease operating expenses” in
W.Va. Code § 11-1C-10(d)(3)(B) is too broad and is in need of defmition. Accordingly, the
County Commissions suggest -that the Tax Commissioner, when he promulgates his
“emergency rules,” clearly defines “lease operating expenses.” In a like manner, the County
Commissions believe there needs to be detailed definitions of “lifting costs,” “gathering,”
“compression,” "processing,” “separation,” “fractionation” and “transportation charges” in
the Tax Commissioner's “emergency rules,” to eliminate further, future disputes (and possible
litigation) over issues related to interpretation of those terms in W.Va. Code § 11-1C-

10(d)(3)(B).

Eighth, the County Commissions are concerned about how the Tax Commissioner
and/or his representatives are going to be able to determine if a taxpayer's reported “actual
annval operating costs” are truly accurate. As a general proposition, “gathering,”
“compression,” “processing,” “transportation charges,” etc. fluctuate, In other words, they
are variable, not fixed, costs or expenses which are often tied to variable/fluctuating markets,
such as the oil and gas transportation markets, For example, a taxpayer may effectively
purchase transportation capacity and then, because its transportation needs are not as high as
it had expected, transfer that transportation capacity to a different cil and/or gas producer
who needs transportation capacity. In that scenario, how is the Tax Commissioner going to

S
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ensure the taxpayer does not include the entirety of its costs or expenses in obtaining that
transportation capacity, even though it has transferred some of that transportation capacity to
another oil and/or gas producer who has paid the taxpayer for that transportation capacity?

Ninth, the County Commissions believe the Tax Commissioner needs to clearly define
when his “emergency rules” will become effective. As you and I discussed on Friday, April
30, 2021, the Tax Commissioner's “emergency rules” should apply to the assessment years

beginning on or after July 1, 2022, not before.

Tenth, when you and I spoke about the Tax Commissioner’s promulgation of
“emergency rules” under W.Va. Code § 11-1C-10(d)(3), I asked if the Tax Commissioner was
going to share a draft of his “emergency rules” before the same were actually filed with the
West Virginia Secretary of State (“WVS0S”). You indicated the Tax Commissioner was not
inclined to do so. While I certainly understood what you indicated to me, I am hereby
renewing my request that the Tax Commissioner provide me and my clients, the County
Comrnissions, with a draft of his “emergency rules” before he files them with the WVSOS. I
do so because, quite frankly, as outlined in the "First” paragraph above, the potential adverse
impact of the Tax Commissioner’s "emergency rules” on the Doddridge County Commission
and the Harrison County Commission, is much too significant for the County Commissions
to not have some input on those “emergency rules” and, practically speaking, if the County
Commissions are facing substantial deficits, they need to understand the same promptly for

budgetary reasons.

With this correspondence, I am providing comments and suggestions with regard to
the anticipated “emergency rules” of the Tax Commissioner. However, in my mind, that 1s
not really a substitute for County Commissions having an opportunity to comment and make
suggestions with regard to the “emergency rules” the Tax Commissioner files with the

WYVSOS before they are actually. filed.

‘When we spoke, the reason you gave for the Tax Commissioner not being willing to
provide me and my clients, the County Commissions, with a draft of the “emergency rules”
before the same were finalized and filed with the WVSOS, was the concern about exactly to
whom the Tax Commissioner should provide such a draft. To address that concemn, the
County Commissions suggest the Tax Commissioner provide a draft of his “emergency rules”
to the Gas & OQil Association of West Virginia and the County Commissioners’ Association
of West Virginia, and those Associations could then disseminate said draft to their respective

memberships and other impacted stakeholders.
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If you have any questions whatsoever about the comments and/or suggestions set
forth above, please do not hesitate to call me at (304) 7204217 or email me at

troduers wkaycasto.com.

Smcerely, e

: rrance Rodge

RTR/spw
Attachment/Enclosure

VIA ELECTRONIC MAIL,

cc:  Jonathan Nicol, Esquire (w/att.}
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This number uniquely identifies your account with Antero Resources,
The number unigquely identitias the well in which you have an interest.
The year and monih the producton wos sold [YYTYMM).
The product for which poyment is belng made.
GAS
Ol
PPR- Plant Products {NGLs|
5. The lype of ownership interest lor o property,
W1 -Working interest
R -Royally inferest
ORRI - Overiding Royally Inferest -
MPRIT - Non-Parflciparting Royolly Inlerest
. The name of tha wall in which you have on inferest.
Thes price per unit of measurement (2.9, MCF for Gas, barel for Oll and golien for Plant Products}.
Thoe gross volums of gos and ofl preduged and plonl products sold from a well, :

9, Gross Volup = Pice x Guaniily -
Cross deductions from pnce for faes or olrfer charges identitied by abbreviation and conespcmdrng descaiption.
11. Gross Net= Gross Volue - Deduclions .

12,. Interest refleicts your declimal Inferesi as reflecled on your division order, i

. Paid Interest refiects your-praportionate share of production from a propérty and/ordeductions.

14. Your proporiionate ownérship share [Pakd inferes] x Vaiume x Price).

‘I5. Yom proportionote cmfership share of deduchions {Pald interest x Gross Deductions). )

14 Owner Net Value = Owner Value - Owner Daductions

17. “BTU" Is used fo describe the heat value jensrgy content] of gas.

e

o

Lost updated 12/54/2015




z
“

Feriras;
:
f’////////,
A
%,
2

FIA EMATL huakes, monton@we govl
and SEGULAR U8 MAT

Mark 8§ Morton, Bequire

Gensral Counsed

Woat Virginds State Tax Department.
1001 Les Strest, Bagt

Charleston, West Virginda 28331

RE: Inquitdes/Reguests With Regeed 1o Cortain “Notice OF Pubilic Comment
Perdod™ Filed With the West Virgipia Secretary of State on June 4, 2031, and
With Regard to Certain “Notice OF An Bmergency Rule” Filed With the West
Viveinia Secvetary of State on June §, 2021 e e e et e

Dear Mr, Mortom

As you know, my firm and I represent the County Comunission of Doeddridge County,
West Virginia ¢ Doddridge County Commission"}, and the Counly Cornmission of Hawrison
County, West Vigginis ("Harvison County Commission™) {the Doddridge County
Conmmission and the Harrison Couaty Commission are colleerively referred to an “County
Commissions™), in connecticn with the Emergency Rule which the West Virginia State Tax
Coromessioner (“Tax Commigsioner™) was required to promulgate under the newly enacted
W.Va. Code § 13- 1010, We are also representing the County Commissions with regard
to the proposed Legialstive Rule the Tax Commissioner filed with the West Virginia Secretary
of State (“WVYS0OS™ on Juue §, 2021,

The County Commissions and I have been reviewing the Notee Of Public Comment
Period which the Tax Conundssioner fled with the WVEOE on June 4, 2021, along with the
proposed Legisfative Rule which fs part of said Notice. In addition, the Couaty Commissions
and T have been reviewing the Notice (OF An Emergency Rule which the Tax Commissioner
filed with the WVSGS on June 8, 2021, along with the Emergency Rule which &5 a part of
said Notice.

In botk the Notice OF Public Commaent Period for the proposed Legislative Bule and
thie Notice Of An Emergency Rude for the Emergency Rulg, under the “Economic Impact Of
The Rude On The Stte Or fis Residents” and the “Esplanation OF Above Estimates
{Facluding Long-Range Effec)” parts theveof, there is the following statement:




Mark § Moston, Fequire

This rule wonld ofter Ge costs of Hactonation fo ncome Ry
natural gas Hould production and wonld seta capilalization s

i chan w i Adminisratve coss would be
835,0000.008 for system chauges in valuation models.

{Fanphasis added), What I the bagis for the staternent thay the propossd Legidarive Rude and
the Emeegoney Rule “wonld resull in 2 mindmal change n sevenue™?  Abo, does said
statement mean e Connty Commissions will see only “s suninal change in fihelr tax]
revenuelsl” as & sesalt of the proposed Legislative Rule and the Emergency Rule? Assuming
50, docs the Tax Commissioner hitve gy documents demonsiratng thay, indsed, the County
Cornsssions will see ondy *a mindmal change in fihelr tax] revenuefs]” av & regult of the
proposed Leghslative Rude and the Emergency Rule? I so, on behall of the County
Commissions, T am heveby requesting 2 copy of all such docursentation.  I¥ the Tax
Commissioner does not have any sech documentation, please siiply Tet me koow that tw be
the cage, but siili provide me with & detalled explanstion as 6o the basks of the statensent in the
proposed Legislative Rule and the Emergency Rule that they will only cawse “s mindmal
change in ftax] revennefs]” for the County Conumissions, In the interest of mamsparvency, I
assume the Tax Covanvissioner will provide the dotumentation requested above (assuedog
theve v any such documeniation), as well as 3 detailed explenation ag to the hasis of the
statement in the proposed Leghlatve Rule and the Emergency Ruls that they “would result
i a minimal changs i [tax] revenues]” for the County Conumissions.

If there will oy be “a minimal change in [the tx] revenuefs]” to e County
Commissions as a result of the proposed Legislative Role and the Emergency Rule, the
County Commissions’ view of the proposed Legislative Rule and the Emergency Rude likely
will be different than if the tax revenue teductions 1o be experienced by virme of the proposed
Legislative Rule and the Emergency Rule are more in fine with the fiscal uiote for the original
FL.B. 2581 (§58.6 million statewide) snd/or the Becal note for Committee Substitute for HB,

2581 (§9.1 million statewide).
If you have any questions about the inquiries/requests set forth above, please do not

hegitate 1o csll me at (304 7304217 or email me at wodpersdkavcasio.com. T do not
receive any such guestions from yiviy, T look forward to receiving yowr prompt response to the

inguiries/requests set forth above,

N
T MBRITAY AW VIRMY WORLISNIRE
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Matthew Irby
State Tax Commissioner

Dave Hardy

Secretary of Revenue
STATE TAX DEPARTMENT

July 1, 2021

R. Terrance Rodgers
Kay Casto & Chaney
1500 Chase Tower
707 Virginia Street, E.
Charleston, WV 25301

Re:  Fiscal note for emergency rule

Dear Mr. Rodgers:

In your June 23, 2021 correspondence, you asked for an explanation of certain language in the
fiscal note for the proposed amendments to Legislative Rule 110-01J. Specifically, you
questioned the basis for the statement in the fiscal note that the proposed Rule "would result in a

minimai change in revenue.”

As you know, the proposed amendments to Legislative Rule 110-01J were mandated by the
provisions of H.B. 2681, passed during the 2021 regular legislative session. You note in your
correspondence that the fiscal note for H.B. 2581 as introduced stated an expected revenue
impact of $58.6 million statewide, and the fiscal note for a subsequent Committee Substitute for
H.B. 2681 stated an expected revenue impact of $9.1 miliion statewide.

Although the fiscal note for the Committee Substitute was the last fiscal note the Tax Department
prepared for H.B.2581, the Commitiee Substitute was not the last iteration of the bill. The enrolled
version of H.B. 2581 that was signed by Govemor Justice was significantly different from the
Commiitee Substitute with regard to the valuation of natural resources property. The enrclied bill
that was signed by the Governor allows the Tax Department to change its capitalization model,
which was not part of the Committee Substitute. The fiscal notes that were prepared before H.B.
2581 became an enrolled bill simply do not reflect the revenue impact of the bill that was signed

Into law.

The fiscai note that you asked about and cited in your correspondence is the fiscal note for the
proposed Legisiative Rule, not for the enrolled version of H.B. 2581. To the extent that H.B. 2581
allows producers of natural gas products to deduct actual annual operating costs when calculating
net proceeds, that change would be attributable to the bill itself, and not the proposed Legislative
Rule. Any change in revenue attributable to the proposed Legislative Rule itself is Judged to be

minimal, as stated in the fiscal note.

Thé Tax Department engaged the services of a 3rd party consulting firm to establish the baseline
used for the projections. That firm analyzed preduction patterne over the last several years based

Legnl Division, 1001 Lee Street East, P.O. Box 1005, Charleston, WV 25324-1005
Telephone 304-558-5330
Fax 304-558-8728
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During the 2021 legislative session, the Legislature passed 2581, which had two primary
goals: No.1- To allow for another avenue to appeal valuations via the Office of Tax Appeals and
No.2 - To allow for use of actual operating expenses in determining net proceeds. The use of
aCtual operating expenses was sought because the Tax Department’s mass appraisal method of
ustng surveys, industry averages, and caps/ limits, were not reflective of each individual
producer’s unique situation regarding expenses. HB 2581 was simple and had specific purpose
while this Rule is extremely complex and goes well beyond the intent of the legislation requiring
an emergency rule be filed.

The overall tone of the Rule seems to contradict the plain language of 2581 and place the
propesty tax valuation not on the taxpayer's actual income and actual expenses as reported on its
tax returns, but ai the sole discretion of the Tax Commissioner. As a result, the Rule exceeds its
statutory authority and as drafted, would likely be unenforceable if challenged.

Throughout the Rule there are references to the word “reasonable” rather than simply the
actual data reported by the taxpayer on its tax return. Many sections of the rule give the Tax
Commissioner the discretion to deem a producer’s actual proceeds unreasonable and modify the
amount of gross proceeds received by the producer and reported on its property tax returns.
Further, the Tax Commissioner has the unilateral discretion to create “industry averages” for the
producers without the benefit of an industry survey that was required under the old law. This
discretion granted to the Tax Commissioner in the Rule is contradictory to the powers granted in
2581,

One of the reasons that the industry requested this law be changed was because of the
way the Tax Department calculated industry averages for expenses. There is a wide discrepancy
among producers’ operating expenses based on how they operate, their size of operation and
economies of scale. Our expenses will vary widely from a large unconventional producer for
instance. Expenses should either be determined from actual amounts, which is typicaily what a
large unconventional producer would do, or from a reasonable flat amount based on producer
surveys. which is what we, as a small conventional producer, would likely choose. If the Tax
Department has an issue with what is reported by a taxpayer, then it can audit the property tax
returns, The way the Rule is written, the Tax Commissioner can unilaterally change what was
reports by a taxpayer without having to audit the taxpayer’s return, This would not result in a
“true and actual value” for the property.

We are also concerned about the Annual Property Tax Returns and the significant
changes to the information requircd with the revised returns. As you know, the returns, which
historically are due August 1%, have not been formally published to the industry. Industry is
concerned that the property tax returns may require information that is not readily ascertainable
and that il may require new software or significant changes to existing software. The addition of
several new items of information will require many changes and that will create an issue with
producers being able to accurately complete the new form in a timely manner especially given
such a short time frame to comply.

Finally there is concern that the Tax Department is attempting to manipulate the value of
a well by decreasing the cap rate that is used in the Discounted Cash Flow calculation.



i3
I3
- o oo PP G,
# ol T
R S ¥4
LA ', e
wa A L
=2 2 : E¥H
", At = H
Ok = H
) e H
T o I’ £
4 2 P ;
i~  n ey :
et g H
et 7 L i3 H
=L % o & ;
joc T 1 2 A o [ H
= P i on - H
] JER R B e o ) = el {
B e B B el ot ., b H
LA A b “n ~ = 7
TE OGE he P ] o = ——
= gaa : .
Rl = 5 = Z
s e A . - gl
2y TR g o -, Lo
5o e gy o il Wi o
h fin bl Y b e o3
fer e ot
R TR b .
O AN = S - B z
T~ . a— . . x <
P o b -
'y e M b ~ 25
d : 3 R =
g i
RO m o =
* ViR g s
—~ e s LA o
O o O S bea ford
Ed O I T B ra — o ~
= 23 i et £
F S - ST o~ =
Al r L s i el P
= A 5 =
5 e .
1 w.n P g T ‘Rw
ey L 03 v LA L
o [ Pl el
oo v % r
. o 2
m,.n R o

A%
3
y
P

el

: o o
. : =
= ™ ]
B on o
S N
L o
=
o5 e a2
S :
3
& g

3)

n report

sion

-
3
b

1

1

A

35
2
o




BOUTE S, BOX 560
BUCKHANNON, ‘\"v"\" 020
PHONE 3 ~$’?2 21
FAXR 3 4722187
July 7, 2021

36

« Vig US Meail and Electronic Mail io TaxLegal@wr.gov ~

Mark Motton, Esq.

West Virginia State Tax Department
P.O. Box 1005

Charleston, West Virginia 25324~ 1003

Be: Producer-Operator Comments on Proposed eoislative Rule 110 WYCOSR Saries 1

Déar Mr, Morton:

Dénex Petrolenm Corporation (Denex™y is a small conventional oil and gas producer
based in Backhannon, West Virginia, which has been in business for 37 vears. T am the sole
shareholder of Desex. and a former member of the Property Valuation Training and Procedures
Commission. [ bave forty seven years of experience in the oil and gas business fo West Virginia,
Set forth below are my comments (o the captioned Proposed Legislative Role.

{zeneral Comments

Rules do not tramp Statdes, even it such Rules are appraved by the legislature, Wast
Virginia Code §11-6K-10a) provides the over-arching standard:

“All industrial property asd satural resourdes property qhai’i be assessed annually ag of
the agsessroent date at sixty percent of its tiue and actual vahe™. [Underdining added.]

The West Virginia Logistators and the West Virginia Supreme Cours have defined “troe
aned actual value” ag:

.. the price for which such property would sell if voluntarily offered for sale by the
owner thereof, upon such terms as such property, the vadue of which is.souehi fo be ascertained,
is nsually sold... ™. {West Virginia Code § 11-3- }(a;)} {see also Inre Tax Assessment of Foster
Foundation’s Wamdlamiw Retirement Comrounity, 672.8E2d 150, W Va, 2008). supra).
{Underlining added ]

The methodology outlined i the Fropoesed Legislatve Rele does not in any way
resespble bow oil and gas wells ate typileally purchased and sold by and between operators in
West Virginia. Rather, such purchase and sale prices are primarily determined based on past
procuction and projections of future get income considering commodity price expéctdtions and
estimates of actual operiting espenses.
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as buno unjust and-urreasonable.

Maik Morton, Bsq.

West Vieginia State Tax Department
Jude 7.2021
Page 2 of 3

For the past twenly years, opérators have submitted “Producer Operator Returns” o the
State Tax Depatiment, which contain actual production. and revenue daty, along with relate
mformation (prodecing fopmations, date of first. pmduuwn ned fevenuR ey, efd, ) iol

facilitate theyevenue portion of a proper ¢ assessment procedare. However, the State Fay
Depactment neither requested nor would accept the submission of actnal operating expenses,

opting instead -estimate the same using a percentage of revenue to determine expenses, with

unsupported expense “caps”. West Virginia Courts bave déterniinéd and roled that this N
pmc' du'ru ionore 1}1_1;‘1::;-;“ :

5

“pr{)( edure”™ has resulied in maccumla aw,wnuus (‘I #e 13»’ me m,\zo

It is hoped that the State Td\ DL pammnt mii try to avoid malcnu mis sarmne misake ;in;
the fetre by promulgating Rufes which meorperate the methodology customaitly and routinsly
atilized by West Virginia oil and gas well owders and prospective buyers operating at arm's
length. The oaly reasonable way to accorplish this is to ncorporate in the calcslation actial

expected aperating sxpenses based on historic expenses; using the sarne methodology that any:

willing and able buyer and seler would employ. Accordingly, future Producer Operator Retums

sheuld require the reporting of all wetual operating expenses. Buyers and selless consider
expected get revenues in deterimining sales prices, The Sume Tax Department is oblivated to
follow the same procedures, as that will yvield “true and actual value” based on how such
Cproperties are “usually sold™ '

The State Tax Department has proposed s reduciion jo the capitalization rate used to
discount cash flow from 1% 1o hust H0.8%, a decrease of about 28%. Given the naturs and

unicertainties of oil and gas production. and the velatitity of commedity prices, 10.8% does not

seein to be an appropriate rate: It seens e tiigsystem is NOT designed o caleslate “true and
actoal value”, but rather to artificaally inflate the valoe of the properties to generate incréased tax
revienues. That is mmru y o what i§ zmndaied undu Vx r:%{ \r’umnm Cade $11-6K-1(1).0or West
(a} 1\02 . Rule Rafhez, Rules %hnuld bc

or shale producers w ould be inelined to challen, wo this capitatization tate in court

S
HE L0

f ks discouraging 1o nole that the State Tax Department waited uatl this late date to

solieit input from parties required to submit Producer Operator Retams. Interested parties fave

yet o soe a proposed Producer Operator Return, and there is much confusion over the content of

the form and the need fortax paycrs with more than twenty five wells 1o make digital filings.
Digital filings will require software changes, and valy the largestoil and gas operators have the

information fechiology résources required 1o accomplish that task in such an abbreviated ime
framie. This does not bade well. In the mtérest of accuracy and getting this right, the Siate Tax
Department should consider iblowing axpayers 1o [ie the same returns psed in th(, past together
with supplemental isformation regarding operating expenses for Tax Year 2022. Between now
anctearly 2022, the State Tax Department could, in copperation with producer-operators, desten
a Producer Operator Retum (or develop a digital formid) for fature filings,




Mark Morton, Esq.

West Virginia State Tax Department
July 7, 2021

Page 3 of 3

i recent weeks, the NYMEX pnw of autural gas hag dramatcally Inevéased. However,
that iy the price of gas at Herwy Hub, in Lovisiana. Regrettably, due (o capacity constraints on
‘pipelines serving West Virginia and the other Appalachian states, prices Tor West Virginia gas
are:often as much as dollar below the NYMEX | price. That “b(ms is volatile, and po.}k(,d at
$L.52 in July, 2015, Any methodology nsed to evaluae gas wells in West Vi irginig shouold
consider the net prices for Appalachian production and should never be based on NYMEX
-~ pricing.

. ike Denex
""s\dis is de mimings, L.spum{h' aiven Today s pric a%. The icai'
non-conventional horizental shale wells. ’!ht' l'lllmhti ni nnn tﬂ!)\.t‘ﬂllﬂ!}d} walls e West \’ n'mniz!
1% guite small compared to the number of conventional wells, It would seem reascembh, 10 use
different forms for these different typesof wells, atleast initially.

The vast mafodty of ¢ sonventional wells are cosrently operating at a loss, due pnmmﬂ vio
the fact that natural gas prices are af historic lows. espeeially in capacity-constrained Weat
Virginia. Thiv mnay notbe obvious to the State Ty Department. as it has failed m-t e Dast o
consider actnal operating expenses, opling instead touse 30% of gross income 45 expenses. As
- gas prices and production declined, gross revenoes decreased stenificantly. Thi\ led (0 a
substantial decling in the expense deductions aliowed i the State Tax Department’s aicuimions‘;;;
Meanwhile, the operators™ acteal expenses did not decrease, and, 11 Tact, the same increased vver
fime. Accordingly, the State Tax De artment assigned %wm! want vakuees to welly that were
uneconontic and eperating at & loss. Such wells have mininzal, if any, vatue. The State Tax
Drspartoment showdd consider exempting wells with sinimat dam P odmunn which wotkl
stanificantly decrease the burden oa the State Fax Department while baving minimal reductions
i tax revemie:

The legislation as passed seems waswmait ahd six;ught om'ard f&nv Ruiv, pmmulua&.d e
. admumtm ihr« luux.l. il

' $‘ . . .
R. Dennis Xander, Pregident
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July 7, 2021

VIA ELECTRONIC MAIL/

8. MAIL TO FOLLOW

Mark Morion

West Virginia State Tax Deparimant
P.Q. Box 1005

Charlaston, West Virginia 25325-1005

Re: Public Comments on 110 WYCSR Saries 1J Lagislative Ruie

Dear Mr. Mertan

Thank you for providing us with an op portunity o provide comments on the recent propased revision of Series 1J legislation rule
(the Rule) on the Valuation of Producing and Reserve Off, Natural Gas Liquids, and Natural Gas for Ad Valorem Property Tax
Purposes,

EQT has agresd with the State Tax Departmem and: mdus*ry groups. that the Rule, in its current form, was outdated
and no longer adequately reflected the status of the ol and gas industry and-itg bisiness models. We appreciate the need fo
amend the Ruleand the difficulties faced: when promulgating g Ruleis value tens of thousands of welis on an annugl basis using
& mass appraisal system, While we do appreciaie the efforts in this regard, we ta not believe that adequate time has been
provided for a meaningful discussion between the industy and the State Tax Depariment regarding its regently crafted propesed
Rule. To that end, EQT doas have reservations regarding the proposed Rute and does not feel that it will remedy the concerns
previously cormmunicated by the industry and EQT whick will #i ely result in.more profests 1o the vaiuations: While the guestions
and soncems raised by mdustrv members are-many, the mainconcems EQT views as essential to ad*‘ress ara-described harain.

The proposed Ruile purposely disaliows atfilaled contractual arrangsmenis in determining the gross receipts or gross
proceeds o be cansiderad for valuation purposes and: further alfows the Tax Commissioner disoretion to adjust the gross
proceeds if determined that the gross proceeds are unreaseriable, Although it appears that the Rule provides for reascnable,
actual annual operating costs, the Commissioner can use discretion o adjust these costs if determined 1o be unreasonable
(witheut any definitions to support ih:s arai ysish. These ru'es shuuld be siﬁcken and grass pmceeds should _pe Qeﬂﬂec! 1o reﬂect
or advarse economic m’ceresxs Tnls accompiishas the same goal of making sure the transact!ons are fau'.mamet value but
does not simply ignore corporate structure and any associated affilisted agreements of give unsuppa¢ed d (_:re_f(_:oa_ to the Tax
Cﬂmﬁ]issiﬂner ..__::___::: -

Additionally, ihe goveming statuie, iamaly W. Va: Code §§114C- e, iy, does not supparttha mciusxon of gross
proceeds from NGLs for purposes of the v sluation of wells. More specifically, W \‘
ST GRS TS Y ST
lead, zing, manganeae iron ere, radivackive riterals, ot shale, ‘managed tzmuezicsx‘d s daﬁned in sectlctn two cf tms amcle
and other minerals." NGLs are not spacifically identified in tha definiion, and as such would have to fal withif the category of
"other minerals™ ta be propery included. NGLS arenot ‘minerals’ within the ordinucy use of the term, but rather are byproducts
of the processing of naliral gas. An analogous sifuation weuld be the processing o gasoline and diesal fual fram ofil. The
income from these products is too far removed from the resources in their naturs siate o be inchuded in “other minerals.” The
Supreme Court of Appeais has held that:

In the construction of statutes, where general words fiai_low the
emumeration of particolar classes of persons or things, the general words,
under the rule of construction known as ejusdem bwmns, will be construed
as applicable only to persons or things of the same general nature or class
as those enumerated, uniess an intention to the conirary is clearly shown.

See e.g. Sy, P 4, Ohio Cellular RSA Lid Parlnisrship v. Bd. of Public Works, 188 W Va, 416, 481 S.E.2d 722 {1846). NGLs
are not "of tha sama general nature or ciass” as the enumerated natural regsources in §11-1C-10(3){2). Neot to mestior that the
natural gas being valued at the wellhead is based on the energy vaius or heat content of the naiural gas (the BTU content)
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which already encompassas the value of NGL's pregent in that gas. As 2 resulf, the proceeds from NGLs cughi to be
sernoved from the incorme stream of g natural gas well for property iax vaiustion®,

Furthermore, thete s also soms introductory language from the fiscal nofa attached o the Rule filing and set forth
balow that we find to be of sontemy

Thiw el wanid off for Ingaens oy et Doty and wialg
Sl g capitaiizac S 3 £ Ty el s i a\“\m:i(&* b
TEACETIAE, ACMIRT S sty wod B S 3R B R4 \Tj‘\d\\“ IR

From a plain reading of this ianguage. this could construs wilizing a capifaiization rate in the Discounted Cash Fiow caloutation
i3 achiove the State Tax Depariment's gesired result by applying an “indusiry tisk adiustment™ 1o sodve for g desirad valuation
target and proparly tax tevenue stream.  The Stats Tax Department indicades that the Rule will lower the curent capiialization
rate and hence raise the appraisal values. While we agree thal'a capifalization rate can Ructuate based on market changes,
the State Tax Department has computed a capitalizationvate of approximately 15% over the past ten years.  This current
capitalization rate used In West \.fxrg:ma is consistant with capitaifzation raty used in Kentacky and Ohlo and we believe
should remain consistent unless there s market data o supp__ Adjusting . Such & charge should not ba left to the discretion
of the State Tax Department. N s ' '

Lasily, the Rule requests information that is nol-necessary to complete the valuation of the praperty in guestion, such
as location and serial numbers of metery, invoices, and receipis.  This new cornplexity and the updated aefectronic filing
requirements add edditional administrative compliance burdens, Additional time, beyond the 30-day grantad extension, may be
neaded 1o prepare for the e-filing changas.

As noted previousty EQT feals that the Ruls changesare complex, and in many places subject th misintarpretation
which could 2ad to more preperty tax dispuies, We Wil contings to read 8t assess ihe many changes o the Rule, as they are
significant, and therefore may have agditional comeents aceordingly. We are available (o discuss our commants and feel that
i is imperative that the industry stakeholders; the Stale Tax Daparfmeni angd ihe Leg,siature have an opportuinity o work fogether
on ihe concems addressed above 1o avold-Rilure gisputes.

Best regards,

Kimberee Hoinkes
Manager, Corporate Tax

ol Wit Jordan, EVP & Geneeal Counset
Thcamas E Qumlan VP m‘ Tax

anms PRt Rigne by
&Mfw’i& A . H«’-‘\i’ﬂ

i
S S

* Additionally, as it perinins {o NGLs, the proposed Rule would include fha gross proceeds for NGlLs which are to
be measured at the first arm's length point of sale. Often, the first point of sale for NGLs occurs outside of West
Virginia. The sourcing of the natursl gas products proceeds from processing oocurting outside of West Virginia o
this State straing constifufional and interstale commerce limitations, In someé cases, the processing of NGLs
oeurs at facilities cutside of Wast Virginia, Computing the incoms of a Vest Vnrg:ma wedl to include the proceeds
from the sale of NGLs which are processed in anciher state, in essence, impermissibly incluses the vaiue of the
out of state processing facilities in the well valuation.
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DAVID A HANEY

PRESIDENT
July 7, 2021
Mark Morton SENT VIA E-MAIL TO:
West Virginia State Tax Department ;
P.O. Box 1005 {taxlegali@wv.gov}

Charleston, West Virginia 25324-1005

Re: Producer Comments on Proposed Legislative Rule 110 WVCSR Series 11

Diear Mr. Morton:

D. G. Haney, Inc. has been incorporated in the state of WV since 1975 as a conventional
producer/operator based in Charleston, WV. We own and produce 17 wells and contract well-tend 3
others. It has been guite a challenge making ends meet with oil and gas prices over the last several years.
The inflated values upon which our property taxes are based have not helped. HB 2581 was passed with
the intention of bringing these values more in line with what State Tax Code calls for. This Rule seems
to be taking us in the opposite direction from what HB 2581 states. I would like to express my concern
by submitting the following comments regarding the proposed legislative rule.

{seneral Comments

Property Tax valuation of oil and gas properties has been a concern in our industry over the last
several years. Many producers have seen their wells valued at amounts that do not truly reflect true and
actual value with many wells being operated at a loss due to poor natural gas prices for several years.
West Virginia Code Section 11-6K-1 states that “All industrial and natural resource property shall be
assessed annually as of the assessment date at sixty percent of its true and actual value.” West Virginia
Code Section 11-3-1 defines true and actual value as “... a price for which the property would sell if
voluntarily offered for sale by the owner thereof, upon the terms as the property, the value of which is
sought to be ascertained, is usually sold, and not the price which might be realized if the property were
sold at a forced sale.” The state's valuation methodology has not been designed to reflect true and actual
value especially with not being allowed to claim actual operating expenses. The Rule only seems to allow
continuance of the historical failure of the State to value wells at their true and actual value as required
by state law. Actally, the Rule will most likely result in inflated values which would be even more remote
from their true and actual value.

Dhwring the 2021 legislative session, the Legislature passed 2581, which had two primary goals: 1.
To allow for another avenue to appeal valuations via the Office of Tax Appeals and 2. To allow for use
of actual operating expenses in determining net proceeds. The use of actual operating expenses was sought
because the Tax Department’s mass appraisal method of using surveys, industry averages, and caps/
limits, were not reflective of each individual producer’s umque situation regarding expenses. HB 2581
was simple and had specific purpose while this Rule is extremely complex and goes well bevond the
intent of the legislation requiring an emergency rule be filed.

Faone 304 daa-13]
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The overall tone of the Rule seems to contradict the plain fangeage of 2581 and place the property
ten valuation, not on the axpayer's actual income and actual expenses as reported on s tax retums,
at the sole diserction of the Tax Coramissioner. As a result, the Rule exceeds its statutory.anthority and
as drafted, would be unentuorceable if challenged.

Throughout the Rule there are references to the word “reasonable™ rather than simply the actual data
reported by the axpayer on s tax retum, Many sections of the rule give the Tax Convnissioner the
discretion to deem a producer’s actual procesds unreasonable and modify the smount of gross procesds
veceived by the preducst and reposted on i property tag returms. Further, the Tax Commissioner has the
unilatoral discretion 0 create “industry averages”™ for the producers, without the benefit of an nchustry
sarvey that was required under the old law. This discretion granted to the Tas Conunissioner in the Rule
15 contradictory fo the powers granted in 2581,

Virtwally every producer operates differomly in this indusity and there is no simple way o
compare producers and create an artificia] “industry average”. One of the reasons that the mdustry
requested that this Jaw be changed was because the way the Tax Department caleafated indostry AVErALes
unsder the swrvey required in the old faw coudd nut be substantiated mathematicall v. Not only is there a
wide discrepancy between producers’ operting expenses based on how they operate and thelr stae of
operation and economies of seale. Our expenses will vary widely from Antero’s for instance. Bven within
4 producer’s own aperations, the expenses can be very disparate based on the location of the well/field,
the gas outlet for those wells, and the gathering, transporiation, snd marketing contracts for each well,
<381 18 very clear on lis face: value is determined from the actual price repotted on the wxpayer’s returm,
fess royalties, and less actual annual operating costs as reported on the taxpayer’s returs, I the Tax
Department has an issue with what is reported by a taxpaver, then i can audit the DIOPEITY 1ax renuns.
The way the Rule is written, the Tax Commissioner can unilaterally change what was reported by a
taxpayer, without having to audit the taxpaver’s retam,

We are aiso concemed about the Annual Property Tay Returns and the significant changes (o the
rformation requived with the ammal property tax tetams. The roburns, which historieatly are dus August
1, have not been frmally published to the Industry. Industey is concemed that the property tax returms
may requiive information that s not readily sscertainable and that it ey requtie new software or
significant changes to existing software, and that there is simply not enough time to file the property tax
returns in a tmely fashion.

There is also coneern that the Tax Departiment is attemptivg to manipslate the value of a well by
decrensing the cap rate that 5 used In the Discounted Cash Flow ealculation. Historieally the Tax
Drepariment has cotoputed a caphialization rate over the pagt ten vears that has averaged approximately
E3%. The Tax Department published the tentative variables for the 2027 assessment vear and estimates
the capitalization rate o be 10.8%. This is over a 25% decrease from the 7021 assessment vear and such
a substaatial reduction of the cap rates will result in higher values.

The Rule changes are complex, with many of the seetions not pequired by the new legislation, I
appears that the Rufe is attempting 1o find o mubtitnde of new ways to inereass the value of wells instead
of establishing the proper way 1o calonlate “trae and sotual™ value, Tn some discussions within indostry
and with Tax Depactment leadership # has boen mentioned that the focus of the department 1y on
uneonventional wells and their approprinte value. It was admitted that most conventional wells hasteally
do not have mach gross value to josify the adminisimative burden on botl the Tax Department and
conventional producers. Ome suggestion is to create ant exerm ption from reporting i your value s below ¢
sevtans threshold (e marginal well) or & very stmplified form for conventions! wells if not made
exenml,



HB 2581 was sponsored to accomplish simplifying and cleaning up how the valuation of wells is
calculated. This proposed Rule only complicates and muddies the waters with new complexities not
justified by the statute. We appreciate this opportunity to review and provide comments on the proposed
Rule.

Sincerely,

/{]ﬂ--u%/ MIW;&.

David Haney
President
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July 7, 2021

Mark Morton

West Virginia State Tax Department
7.0, Box 1005

Charleston, Wesi Virginda 253231005

Rex Producer Commenis.on Propesed Legislative Rule 110 WYCER Sexies 1

Dear Mr. Morton:

Pillar Energy, LLE is conventions) producer based in Charlestor, WV and would like
to submit the following comments regarding the proposed legistative vule.

General Comments

Property Tax valuation of oil and gas propecties has beéen a concern in our industry
over the last several years. Maoy producers have seen their weils valued at amounts that do
ot tridy reflect true and achwal value with many wells being operated at a loss due to poor
matural gas prices for severa) years,  West Virginis Code Section 11-6K-1 states that “All
indhistrial and natnral resowrce property shall be assessed annually as of the assessmént date
at sixty percent of ity true and actual vatue” West Virginia Code Section 11-3-1 defines true
and actual value as "... a price for which the praperty would sell if voluntarily offered for sale
hy the owner thereof, upon the terms ag the property, the value of which is seught 1o be
ascertained, is asually sold, and not the price which might be realized if the property were
sold at a forced sale.” 'The state’s valuation methadology has net been designed to reflect true
and actual value especially with not being allowsd 10 clalin acrual operating expenses. The
Rule only seers to allow continuance of the historical falure of the State to value wells at
their true and actual value as required by:state law. Actually, the Rule will most iikely result in
inflated values which wauld be even mure remote from their true and actual value,

Buring the 2021 legislative session, the Legislature passed 2581, which had twp
primary goals: 10 To allow for another avenue to apped] valvadons via the Office of Tax
Appeals andt 2. To allow for use of dctual operating expenses in determining net procécds. The
use of actual operating expenses was sought bedause the Tax Department’s mass appraisal
method of using surveys, industry averages, and caps/ limits, were not reflecthve of sach
Individual producer’s unigue situation regarding expenses. HF 2581 was simple and had
specific purpose while this Rule Is extremely comples and goes well beyond the intent of the
legislation reguiring an emergensy vule be filed.

The averall tong of the Rule seems to contradict the plain language of 2581 and place
the property tax valuation, not en the taxpayer's actual income and actual expenses as
reported on iis tax returns, but at the sole discretion of the Tax Commissioner, As a resuali, the
Rutle exceeds its statitory authovity and as drafied, would be unenforceabde if challenped,



Throuphout the Rule there are references to the word “reasonuble™ rather than simply the actual dwa reported
by the taxpayer on &5 tax retien. Many sections of the rle give the Tax Conumisstoner the discretion to deern 4
producer's actual proceeds unreasonable and wodify the amount of gross proceeds received by the producer and
reporded on ity property tax teturns, Further, the Tax Commissioner has the unilateral discretion to create “industry
averages” for the producers, without the benefit of an industry survey that was requived undey the old faw. This
disvretion granted to the Tax Conunissioner in the Rule is cnntrac’iictmy 1o the powers gramed in 2581,

Vinmally every producer operates differently in this industry and there is no simple way fo compare producers
and ereate an artificial “Indusivy gverage”, One of the reasons that the industry reguested thet this law be changed
was besause the way the Tax Depariment caloviated Industry averages under the survey required in the okd faw could
nat be substantiated mathematically. Not enly is there a wide discrepancy between producers™ operating expenses
based on how they operate and their slue of operation and evonomies of scale. Our expenses will vary widely fom
Antere’s for instance. Even within a producers own eperations, the expenses can be very disparate based on the
location of the well/leld, the gas outlet for those wells, and the gathering. transportation, zad marketing contracts for
each well, 2581 1§ vory clear om its facer value is determined from the actual price reported on the taxpayer's returs,
less rovaitios, and less aciual annnal operating costs as reported on the taxpayer's rejrn. 17 the Tax Depaciroent bas
an issue with what §s reported by 2 faxyayer, then it san andit the property fax returis. The way the Ruls is written,
the Tax Comnissioner can unilaterally change what was reported by a taxpaver, without havieg 1o audit the taxpayer's
return,

We are also conserned about thie Anmial Property Tax Returns and the significan: chatiges to the information
reguired with the annual property tax retirrs, The returns, which historically ars due Auvgost 19, have not been formally
published 10 the fadustry. Industry is concerned that the property tay retums tay require information that is not readity
ascertainable and that & may require new software or significant changes to existing software, and that there is sinply
a0t ennugh time to e te propemy tax retaens in a tmely fashion. Our sofiware, valled SOGAS, is set up 1o populate
all the information to compete the retums as they currently exist, This allows us to efficiently create and submit
numerous returns. However, the addition of séveral bew Hems of Infanustion will reguire 2 change to Giat system axd
that could take some time, There will definitely be an issue with producers being able 16 acourately complete e new
forin in « thely and efficient masner especially given such a short time frame {0 comply.

‘There is alse concern that the Tax Deparment is attempting to maniptisie the value of 2 well by dectensing
the cap rate that is used in the Discounted Cash Fiow caleslation. Historically the Tax. Depastinent has computed a
capitalization raie over the past ten years that has averaged approximately 13%. The Tax Department published the
tentative varizbles for the 2022 asseseoment year and astirates the capitalization rate to be 10.8%. This is over a 25%
decrease from the 2021 gssessment vear and such 4 substantial veduction of the cap rates will result in higher values.

The Rule changes are complex, with many of the sections not required by the new legislation. It appears that
the Rule is attempting 1o find 2 makitude of new ways to inerease the value of wells instead of establishing the proper
wiy W ealenlate “mae and actual™ value. In some diseussions within fadustey and wih Tax Deparunent leadership it
‘has been mentioned that the focus of the depariment is on unconveniional wells and their appropriate value. I was
admitied that most conventional wells basically don®t.add up to-much gross value © justify the administrative burden
on both e Tax Deparbnont and conventional producers. Une suggestion is w ereate an exemption fFom repovting iF
yoar value & below a certain Bweshold {iLe. 4 murginal well) or a very simplified fortn for conventional wells Hnot
made exempt

HB 2381 was sponsored to aceomplish simplifying and cleaning up how the valuation of wells is calentated.
This proposed Ruld enly conipHeates and muddies the waters with new complexijies not jusiiBed by the statute, We
appreciate the opportunity to review and provide comments on the proposed Hule.
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July 7, 2021
Mark Morton ViA RLECTRONIC MAIL ANDUS.
West Virgima State Tax Department MAIL
P.O. Box 1005
Charleston, West Virginia 253241005 (taxlegal@wyv.gov)

Re:  Producer Comments on Proposed Legisiative Rule 110 WVCSR Series 1)

Dear Me, Morton:

Regerve Oil & Gas, Inc. is conventional producer based in Spencer WV and would like to
submit the following comments regarding the proposed legislative rule.

seneral Comments

Property Tax valuation of il and gas properties bas been a concern in our industry over the last
several years. Many producers have seen their wells valued at amounts that do not traly reflect true and
actaal value with many wells being operated at 2 loss due to poor natural gas prices for several years.
West Virginia Code Section 11-6K-~1 states that “All industrial and natural resource property shall be
assessed arnually as of the assessment date at sixty percent of its true and actual valwe” West
Virginia Code Section 11-3-1 defines true and actual value as “... a price for which the property would
sell if voluntarily offered for sale by the owner thercof, upon the terms as the property, the valne of
which is sought to be ascertained, is usually sold, and not the price which might be realized if the
property were sold at a forced sale.” The state’s vatuation methodology has not been designed to reflect
true and actual valne especially with not being allowed to claim actual operating expenses. The Rule
only seems to allow continuance of the historical failure of the State to value wells at thetr true and
actual value as reguired by state law, Actually, the Rule will most lkely result in inflated values which
would be even more remote from thelr true and actual value.

Buring the 2021 legislative session, the Legislature passed 2581, which had two primary goals:
{. To allow for another avenue to appeal valuations via the Office of Tax Appeals and 2. To allow for
use of actual operating expenses in determining net proceeds. The use of actual operating expenses was
sought because the Tax Department’s mass appraisal method of using surveys, industry averages, and
caps/ limits, were not reflective of each individual producer’s unigue situation regarding expenses. HB
2581 was simple and had specific purpose while this Rule is extremely complex and goes well beyond
the intent of the legislation requiring an emergency rule be filed.

The overall tone of the Rule seems to coniradict the plain language of 2581 and place the
property tax valuation, not on the taxpayer’s actual Income and actual expenses as reported on its tax



returns, but at the sole diseretion of the Tax Commissioner. As & result, the Rule exceeds its statitory
authority and as drafted, would be unenforceable if challenged.

Throughout the Rule there are references to the word “reasonable” rather than simply the actual data
reported by the taxpayer on ite tax return. Masy sections of the rule give the Tex Commissioner the
discretion 1o deam & producer’s actual procseds unreasonable and medify the amount of gross proceeds
received by the producer and vcpovtcd on ifs property tax veturns. Further, the Tax Commissioner has
the unilateral discretion to create “industry averages™ for the producers, without the bensfit of an
industry survey that was required under the old law. This dzs:fwetmn granted fo the Tax Commmson
in the Rule is contradictlory to the powers granted in 2581,

Virtually every prodecer operates differently in this industry and there is no simple way to
compare producers and orsale an axtificial “industey average”. One of the reasons that the industry
requested that this law be changed was because the way the Tax Dcpamm nt calculated industry

averages under the survey required in the old law could not be substantiated mathematically. Not only
1s there a wide discrepancy between producers’ operating expenses based on how they operate and their
size of operation and econoniies of scale. Our oxpenses will vary widely from Antero’s for instance.
Even within a producers own operations, the expenses can be very disparate based on the location of the
well/field, the gas outlet for those wells, and the gathering, transporiation, and marketing contracts for
each well. 2581 is very clear on its face: vahue is determined from the actual price reporied on the
taxpayer’s return, less royalties, zad less actual annual operating costs as reported on the taxpayer’s
retorn. If the Tax Department has an issue with what is reported by a taxpaver, then i can audit the
property tax returns. The way the Rule is written, the Tax Commissioner ean unilaterally change what
was reported by a taxpaver, withouot having to audit the taxpayer’s retam.

We are also concerned about the Annual Property Tax Returms and the significant changes to the
information reguived with the annual property tax returns, The returns, which historically are due
August 1*, have not been formally published to the industry. Industry is concerned that the property tax
retarns may require information that is not readily ascertainable and that it may require new software or
significant changes to existing software, and that there is simply not enough time to file the property tax
retumns in a timely fashion, Our software, called Sherware, is set up to populate all the information to
compete the returns as they currenily exist. This allows us to efficiently create and submit nmummerous
refurns. However, the addition of several new items of information will require a change o that system
and that could take some time. There will definitely be an issue with producers being able to scourately
cornplete the new form in a Hmely and efficient manner especially given such 3 short time frame to
comply.

There is also concern that the Ta;x Department is attempting to manipulate the value of 2 well by
decreasing the cap rate that {8 used in the Discounted Cash Flow ca?cu?aiion Historically the Tax
Department has computed a capitalization rate over the ;;3aat ten years that has averaged a}?')x(}}(lﬂla tely
15%. The Tax Depam":}e}:t published the tentative variables for the 2022 assessment year and estimates
the capitalization rate to be 10.8%. This is over a 25% decrease from the 2021 assessment year and
such a substantial reduction of the cap rates will result in higher values.

The Rule changes are compiex, with many of the sections not required by the new legislation. it
appears that the Rule is attempting to find a moltitude of new ways to increase the value of wells instead
of establiching the proper way to caleslate “true and actual”™ value. In some discussions within in adastry
and with Tax Department leadership # has besn mentioned that the focus of the department is on
unconventional wells and their appropriate value. It was admitted that most conventional wells basicully
don’t add up to much gross vaiue to fustify the adminfsirative burden on both the Tax Department and

conventional producers, One suggestion is o create an exemption fom wpertmg if yowr vadue is below



a certain threshold (e, 2 marginal well) or a very simplified form for conventional wells if not miade

exempd.

HB 2581 was sponsored 1o accomplish simpli

tying and cleaning vy how the valuation of wells is

caleulated. This proposed Rule only complicates and muddies the waters with new complexities not
justified by the statute. We appreciate the opportunity fo review and provide commments on the proposed

Rule,
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PUBLIC COMMENTS AND RESPONSES
110CSR01J

VALUATION OF PRODUCING AND RESERVE OIL, NATURAL GAS LIQUIDS, AND
NATURAL GAS PROPERTY FOR AD VALOREM PURPOSES

Regarding the proposed amendments to Legislative Rule 110 C.S.R. 24, the State Tax Department
received comments from R. Terrance Rodgers on behalf of the County Commissions of Doddridge
County and Harrison County, West Virginia, Marc Monteleone and Elizabeth Burg, co-chairs of
the Tax Committee of the Gas & 1l Association of West Virginia; Douglas C. Malcolm, President
of D.C. Malcolm, Inc.; David A. Blashford, Tax Manager of Greylock Energy, LLC; Douglas
Papa, Vice President — Tax of CNX Gas LL.C; Kimberlee Hoinkes, Manager, Corporate Tax of
EQT Corporation; Jetf Isner, CEO of Pillar Energy; David A. Haney, President of D.G. Haney,
Inc.; C.I. McKown II, President of C.I. McKown & Son, Inc.; Doug Douglass, Counsel of Reserve
Oil & Gas Inc.; and J. Kevin Ellis, Regional Vice President of Antero Resources.

Comments are summarized with the Tax Department’s responses below:

Several commenters made argumentative “General Comments”™ that are essentially identical, and
which will be responded to n only general terms. They begin with a summarized recitation of the
West Virginia Constitution and West Virginia Code requirements that ad valorem property
taxation must be equal and uniform and must reflect the property’s true and actual value. The
comments then go on to state that “Industry has not been atforded its legal rights in this regard for
many years, as the State’s valuation methodology has not been designed to reflect true and actual
value. Our concern is that the Rule continues the historical failure of the State to value wells at
their true and actual value as required by state law.”

Response: The proposed rule is designed to result in valuation of oil, natural gas, and natural gas
liquids property that complies with state law.

The “General Comments” proceed to characterize H.B. 2581, passed by the 2021 regular
legislative session and signed into law by the Governor, as requiring that “the valuation of property
producing oil, natural gas, natural gas liquids, or any combination thereof be based upon the fair
market value calculated by applving a vyield capitalization model to the net proceeds.” The
comments then claim that the “overall tone™ of the rule “seems to contradict the plain language of
[H.B.] 2581 and place the property tax valuation, not on the taxpayer’s actual income and actual
expenses as reported on its tax returns, but at the sole discretion of the Tax Commissioner. As a
result, the Rule exceeds its statutory authority and as drafted, would be unenforceable if
challenged.”

Response: Inclusion of the word “reasonable™ in the rule simply makes explicit that which an
unbiased reader would ordinarily consider implicit in the language of H.B. 2581, inasmuch as the
Legislature should not be considered to have sanctioned the use of unreasonable costs and



expenses when calculating net proceeds. In seeking removal of the word “reasonable,” the
commenters are implicitly asking for carte blanche to claim patently unreasonable amounts.

The “General Comments™ further state that “If the Tax Department has an issue with what is
reported by a taxpayer, then it can audit the property tax returns. The way the Rule is written the
Tax Commissioner can unilaterally change what was reported by a taxpayer without having to
audit the taxpayer’s return.”

Response: The taxpayer always has the burden of proving that its return reflects reality; and every
taxpayver should expect that its tax returns are examined for accuracy, even if that examination is
not identified as an audit.

The “General Comments™ take issue with a capitalization rate set forth in a publication of tentative
variables for the 2022 assessment year.

Response: The tentative variables are not set forth in the rule, so no response is necessary. The
tentative variables have been published in the State Register and taxpayers have an opportunity to
comment on those variable before they become final.

Beyond the “General Comments,” several commenters offered specific comments:

Gas & Oil Association of West Virginia comment regarding section 1.1:

The characterization of the valuation method as "mass appraisal” is an indication that the Rule
strays from [H.B.] 2581's mandate that each well be valued based on its own actual income and
expenses.

Response: The term “mass appraisal” accurately describes the methodology for valuing
producing and reserve oil, natural gas liquids and natural gas property for ad valorem purposes.
The term “mass appraisal” is a generally accepted term to describe the process of valuing a group
of properties, such as all oil and gas properties, as of a given date and using standardized methods.

Gas & Oil Association of West Virginia comment regarding section 3.2:
These costs should not be limited prior to an arm's-length sale defined in section 3.4 1f the affiliate
transactions reflect market pricing at arm's length.

Response: The burden 1s always on the taxpayer to prove that the price it claims 1s the result of
market pricing at arm’s length. Transactions between aftiliates are not at arm’s length. However,
if the affihiate transactions reflect market pricing at arm’s length, the Rule, as written, already
allows the producer to take such costs under the provisions of section 7.1.2, as the Tax
Commissioner would not have to adjust the price to industry averages.

Gas & Oil Association of West Virginia comment regarding section 3.3 and 3.35:
Appraised value includes real and personal property. Real property is not defined. Personal
property appears to have changed from the industry standard of including personal property to the



first point of sale. As it has been conveyed with the Tax Department's diagrams, historically the
Tax Department advised companies that related party affiliate gathering assets were included in
the affiliated working interest assessments when the gross proceeds were reported at a point of sale
occurring subsequent to the affiliate gathering system. This shift in policy may increase companies'
property tax burden.

Response: The proposed Rule does not change that the fact that the valuation of oil and gas
producing properties is based upon the gross receipts and costs to the point of sale as is evidence
in sections 6 and 7 of the Rule. However, the Tax Department has to use the actual point of sale
because HB 2581 requires the assessment to be on the actual price received by the sale and actual
operating costs rather than an earlier measuring point. The Tax Department has amended the
definition personal property to make 1t clear that the property is to the point of sale.

Gas & Oil Association of West Virginia comment regarding section 3.4:
Arm's length should include affiliate transactions if the affiliate transactions reflect market pricing
at arm's length.

Response: Transactions between related parties are not at arm’s length. However, if the affiliate
transactions reflect market pricing at arm’s length, the Rule, as written, already allows the producer
to take such costs under the provisions of section 7.1.2, as the Tax Commissioner would not have
to adjust the price fo industry averages.

Gas & Oil Association of West Virginia comment regarding section 3.17:

Sometimes a Farm-Use well is sold with the farm so that the user of the well is not the owner of
the gas in place. Ownership should not be required for the classification of a well as a farm use
well.

Response: The definition of “farm-use well” will be changed to reflect its application to a scenario
where the user of the gas receives the right to that use under a “farm-use™ agreement in a gas lease,
regardless of whether the user of the gas owns the gas in place.

Gas & Qil Association of West Virginia comment regarding section 3.19:

Production beginning after December 31% and prior to the July 1% assessment date must be
reported. The producer/operator property tax returns are due August 1%, Producers will not be able
to provide actual production for July and possible prior months at the time of the August 1%
deadline.

Response:

Section 3.19 of the proposed rule 1s not new. The section does not require producers to provide
“actual production for July.” The section expressly states that “[p]roduction beginning after
December 31% and prior to the July 1% assessment date must be reported.” Additionally, this
provision specifically relates to flush production, and is meant to capture production on a well that



has begun producing income after the preceding calendar year has closed, but prior to the
assessment date. The well 1s a producing well and should be valued as such.

Gas & Qil Association of West Virginia comment regarding section 3.21:

Companies' points of sale vary based on underlying market rate contracts, and as such there could
be various cost allowances contemplated in a gross payment to companies. The Tax Department
should not be permitted to disallow any expense reductions in companies’ gross proceeds.
Companies should not be allowed to claim costs allowances 1n their gross proceeds twice, but the
market-based reductions in gross proceeds should be permitted.

The language of the Rule appears to impermissibly allow the State to deviate from actual gross
proceeds received by the producer. Accruals are not actual gross proceeds. The industry has a
delay in accounting for production generated. Sophisticated accounting systems exist that
distribute the actual revenues and expenses to individual wells and owners on wells. Industry does
not have the means to account for accruals that may not be reflective of actual production at a well
and/or owner level.

Further, services for metering, dehvydration, liquids separation, measurement, and gathering are
not reflective of the gross proceeds derived from the well production. These gross revenues are
relevant to the specific assets to which they relate (liquids separation, gathering, etc.).

Response: The definition of gross receipts mirrors in many ways the definition of “gross receipts”™
for federal income tax purposes, including the use of the term accrue. The definition will be
amended to make clear that a taxpaver should use the method of accounting used for federal
income tax purposes.

With regard to the discussion that the Tax Department not be permitted to disallow expenses, it 1s
unclear to the agency the point of this comment related to this definition. Section 5.2.1 clearly
indicates that in determining the value of the working interest, the gross receipts shall be reduced
by the actual annual operating expenses as required by H.B. 2581.

Gas & Oil Association of West Virginia comment regarding section 3.23:

Sometimes a Home-Use well 1s sold with the home so that the user of the well 1s not the owner of
the gas in place. Ownership should not be required for the classification of a well as a home use
well.

Response: The definition of “home-use well” will be changed to reflect its application to a
scenario where the user of the gas receives the right to that use under a “home-use” agreement in
a gas lease, regardless of whether the user of the gas owns the gas in place.

Gas & Oil Association of West Virginia comment regarding section 4.2.2 and 4.3.2:
Wells that produce less than average 1 BBL/day or 8 MCF/day are valued based on an annual
percentage determined by the Tax Commissioner. What 1s the basis of the safe harbor average



daily production? Indusiry requests these thresholds align with severance tax at 2 BB day and 3
MCF/day. On what basis 1s the annual percentage to derive a safe harbor value derived?

Response: The Tax Department has offered a safe harbor for small producers that may not be
able to calculate their actual operating costs. The Tax Department will amend this language so
that anvone who does not wish to calculate their operating costs may use the safe harbor. This 1s
an option that taxpavers may choose. The safe harbor amount will be average industry operating
expenses as set forth in the natural resource property variables published in the State Register.

Gas & Oil Association of West Virginia comment regarding section 4.3:
In order to make Section 4.3 consistent with Section 3.35 personal property should be Personal
property at the well site or "on the lease or communitized area."

Response: With the understanding that the well site 1s necessarily within the leased or
communitized area, Section 4.3 will be changed to read:
4.3. Method for valuing natural gas producing property. — Except as otherwise
provided in this section, the appraised value of a producing gas well on assessment
dates beginning on and after the effective date of this rule, including personal
property on the lease or communitized area necessary to recover the gas, shall be
determined under this section.

Gas & Oil Association of West Virginia comment regarding section 4.3.3:

What 1s the point of sale before or after processing looking to accomplish? If companies have
NGLs and they sell prior to processing the NGLs are valued based on residue gas while if the point
of sale is after processing, they are valued based on NGL proceeds. This could create uniformity
discrepancies.

Response: The purpose of looking at the point of sale before or after processing is exactly what
you state. Those companies that sell unprocessed gas and do not receive revenue from any NGLs,
should report as gas, but not residue gas. Presumably, the value of the NGLs 1s part of the proceeds
received for the wet gas. If companies have NGLs within their wet gas and they sell after
processing, the NGLs are valued based on NGL proceeds and the gas valued as residue gas. If
there are companies that sale their gas prior to processing, but pursuant to their agreements or
contracts, receive the value of the NGLs and the residue gas stated separately then they should
report like those companies that sale their gas after processing. The Tax Department will revise
this section to clarify.

Gas & Oil Association of West Virginia comment regarding section 4.4.2:

States the commissioner will annually determine the working and royalty percentage interests on
a per well basis. Operators have different rovalty arrangements which may result in some operators
having average rovalty interest percentages that are higher than industry averages.



Response: The text of section 4.4.2 1s an exasting provision in the currentrule. The only proposed
change is to strike the words “or operator” from the text. This change is simply one of
consolidation, since “producer” and “operator” are treated as synonymous. This section of the rule
does not mention “industry averages,” and so the meaning of the comment is unclear.

Gas & Oil Association of West Virginia comment regarding section 5.1:

Weighting of the prior 3-year revenues and dechining the calendar year revenues forward to the
July 1* lien were removed. This would be a shift in administration that has nothing to do with HB
2581 which was intended to allow all actual revenues and expenses for oil and gas production.
Removal of the July 1% cutoff will increase values and not be reflective of the value as of the July
1*' lien date. The industry requests the Tax Department publish the valuation models they intend
to leverage with the proposed Rule for the upcoming 2022 tax vear. Without valuation models
demonstrating the proposed changes, the Industry will not be able to ascertain the actual impact to
their property taxes.

Response: The provisions regarding the weighting of the prior 3-year revenues was removed
because HB 2581 requires the Tax Department to use actual gross receipts. The net proceeds are
“the actual gross receipts on sales volume basis determined from the actual price received by the
taxpayers” with some deductions as listed in the bill. A weighted 3-vear average 1s not the actual
gross proceeds as required by HB 2581.

Likewise, the declining of the calendar year revenues forward 1s not reflective of the plain language
of the statute indicating that the value be determined based upon the actual gross receipts.

Gas & Oil Association of West Virginia comment regarding section 5.2:
States the minimum working interest no less than machinery and equipment value which 1s not
clearly defined.

Response: This is not a deviation from prior practice. The Tax Department has provided this
minimum valuation as a part of its variables for a number of years.

Gas & Qil Association of West Virginia comment regarding section 3.4.2.a.4:
A size premium adjustment to the capitalization rate 1s new and highly subjective affording entirely
too much discretion to the Tax Department as to what an appropnate cap rate may be.

Response: Premiums and adjustments are subjective by their nature. The factors in the new
capitalization rate are not any more subjective that those used in the previous capitalization rate.
Mass appraisal 1s not an exact science, and the Tax Department must have discretion in order to
arrive at a fair and equitable valuation.

Gas & Oil Association of West Virginia comment regarding section 6.1.3:



Affiliate gross proceeds should be permissible when a company can demonstrate that the related
party contract terms are predicated on arm's length pricing contracts and computations.

Response: Transactions between related parties are, by definition, not arm’s length transactions.
However, if the affiliate transactions reflect market pricing at arm’s length, the Rule, as written,
already allows the producer to take such costs under the provisions of section 7.1.2, as the Tax
Commissioner would not have to adjust the price to industry averages.

Gas & Oil Association of West Virginia comment regarding section 6.2:

This Rule puts a burden on the lessee to demonstrate that its contract "is reasonable compared to
industry averages.”" The lessee negotiates its own deal and has no way of knowing what the industry
average is. Each lessee negotiates its best deal based upon its specific facts and circumstances and
1t should not be held to a fictitious comparison to a fictious industry.

Response: The taxpaver always has the burden of proving the reasonableness of expenses it
claims. If the producer’s costs or revenues are out-of-line with industry averages, the producer
should be able to explain why their costs are so high or revenues so low. This does not mean that
the Tax Department will automatically deny gross receipts or costs that are out-of-line with
industry averages.

Gas & Oil Association of West Virginia comment regarding section 6.3:

If the gross proceeds ... are otherwise determined to be unreasonable by the Tax Commissioner,
then the Tax Commissioner shall adjust the amount of the gross proceeds in accordance with the
following methods. There should not be discretion atforded to the Tax Commissioner as to what
1s reasonable when actual revenues and expenses are based on market rate contracts. Further the
alternative methods outlined suggest leveraging comparable contracts. The oil and gas industry
market is complex and sophisticated and it is not evident how the Tax Department will determine
comparable amounts and adjustments. Actual gross proceeds received by the producer 1s the
standard intended by the statute and should be reflected in the Rule.

Response: Section 6.3 of the proposed rule reflects the necessary discretion afforded to the Tax
Department when confronted with non-arm’s length contracts or unreasonable claims of gross
proceeds. The burden of proof is always on the taxpayer to show that claimed amounts arc
reasonable, and the Tax Department has the duty to determine reasonable valuation when the
taxpayer fails to do so.

Gas & Oil Association of West Virginia comment regarding section 7.1 and 7.1.2:

7.1 references "reasonable, actual annual operating costs" and 7 .1.2 suggests that any related party
transportation, processing, or fractionation costs will be disallowed if deemed unreasonable. As
discussed above there is no one-size fits all approach for these costs and so long as they are based
on contracts with market rates, they should be permissible. The industry feels that related party
cost allowances should be permissible when a company can demonstrate that the related party
contract terms are predicated on arm's length pricing contracts and computations. Further, the Tax



Commissioner 1s not in a position to determine an industry average without knowing and then
applying the specific circumstances surrounding a specific taxpayer's situation.

Response: Any claimed amount, regardless of 1ts genesis, will be disallowed 1f' it 1s unreasonable
or unsupported. Related party transactions are, by definition, not arm’s length transactions, and
will not be considered to reflect actual costs. Industry averages are resorted to only when actual
costs claimed by taxpayers are rejected as unreasonable.

Gas & Oil Association of West Virginia comment regarding section 7.2, 7.2.1, 7.2.2 and 7.2.4:
Allocation of Operating Cost among product types: The Tax Department is creating methods of
cost allocation that may not be how the industry practically handles the allocations of costs. Why
does the Tax Department have discretion on how to allocate costs when they are not operating the
assets? Sophisticated accounting systems exist that distribute the actual revenues and expenses to
individual wells and owners on wells. The industry requests further guidance on the administration
of the cost allocation procedure as it is not evident.

Response: The Tax Department will accept any allocation method, based upon generally accepted
accounting principles, that the operator chooses to use.

Gas & Oil Association of West Virginia comment regarding section 7.2.3:

No processing expense allowance for residue gas 1s wrong. Companies first incur processing costs
for both residue gas and NGLs prior to any incremental transportation costs at the outset of the
processing facility. Companies should be afforded a deduction for processing to derive the pure,
marketable, and saleable residue gas, while the proposed Rule indicates the processing cost
allowance 1s for NGLs gross proceeds only.

Response: The Tax Department has amended the Rule so that processing of NGLs cannot be
applied against the residue gas.

Gas & Oil Association of West Virginia comment regarding section 7.3.2.b, 7.3.3 ef al., 7.3.4.b
and 7.4 ef al:

Costs are limited to certain types. There should not be limitations when companies are transacting
business on an arm's length basis with underlying contracts. Additionally, depreciation of
equipment purchased or acquired 1s an appropriate lease operating expense and should be allowed.

Response: HB 2581 states that actual annual operating costs are limited to lease operating

expenses, lifting costs, gathering, compression, processing, separation, fractionation, and
transportation charges. Therefore, the costs are statutorily limited to certain tvpes of costs.

Gas & Oil Association of West Virginia comment regarding section 8.1:



If a producer does not file a complete return then the Tax Department will use average pricing.
What is considered incomplete? What will the average pricing be based? What about the allowable
expenses?

Response: This question is more about the return than the proposed rule. Further guidance on
what 1s required to be included in the return will be forthcoming with form instructions.

Gas & Oil Association of West Virginia comment regarding section 9.1.1.h:

States must report the location and serial number of the meter that is the first point of sale. Which
serial number: an internal identifying number for the meter, the gas purchaser's identifying number
for the meter, or the manufacturer's serial number on the meter? What 1s the intent of this
requirement? Further this information may not be readily available.

Response: This question is more about the return than the proposed rule. Further guidance on
what is required to be included in the return will be forthcoming with form instructions.

Gas & Qil Association of West Virginia comment regarding section 9.1.2:
What is the statute of limitations on the proposed review/audit?

Response: The time frames are statutory and are not set forth in this Rule.

Gas & Oil Association of West Virginia comment regarding section 9.1.3:

The producer must also produce any records or documents that the Commissioner may require
proving or verifying the gross proceeds or actual annual operating costs claimed. Companies
should have the underlying contracts and invoices to support gross proceeds and costs, however
there are sophisticated accounting systems that exist to distribute the actual revenues and expenses
to individual wells and owners on wells. The request for support could be involved and voluminous
and require additional administrative effort for companies. The Commissioner should not have the
discretion to reject a property tax return if supporting details are not provided within a requested
timeline as it could require weeks of effort for companies to compile supporting schedules and
records.

Response: The return does not require supporting schedules and records. However, if the Tax
Department has questions about amounts claimed, then the operator must provide requested
supporting details.

Gas & Oil Association of West Virginia comment regarding section 9.2:

Stipulates an electronic property tax return must be filed for 25 or more wells. Industry supports
electronic filing to eliminate paper waste, but the electronic filing requirements must be attainable
for all companies. In the past the Tax Department's electronic filing requirements were regimented
and required additional administrative burdens for companies to comply and therefore a limited



number of companies were capable of e-filing. Companies need several months of lead time to
prepare for the e-filing change and requirements.

Response: The Tax Department recognizes the severe time limitations imposed on all parties by
H.B. 2581. The Tax Department will attempt accommodate taxpayers this vear regarding their
method of filing due to the time limitations.

Antero Resources Corporation comment regarding section 9.1.1.d:

Yield capitalization model — in public comments to the legislative rule that was introduced and
then withdrawn in 2020, Antero raised concerns about using a price per barrel to value NGLs. The
Draft Legislative Rule addresses these concerns, and values natural gas liquids using MCF as the
production measurement. See definition of "Total Production” under § 3.46. Additionally, under
§§ 4.3 and 5, it appears that the Tax Department intends to value the working interest for natural
gas and natural gas liquids together, which Antero supports. However, § 9.1.1.d should be
amended to reference MCF instead of "amount of NGLs."

Response: Section 9.1.1.d will be amended as suggested in the comment.

Antero Resources Corporation comment regarding section 3.27:

Separate natural resource —amended W. Va. Code § 11-1C-10 establishes that natural gas liquids
are a separate natural resource for property tax purposes, and the Draft Legislative Rule's definition
of "natural gas liquids" under § 3.28 mirrors the definition now included under W. Va. Code §11-
1C-10(d)(3)(A). Since natural gas and natural gas liquids are separate commodities, the definition
of "natural gas" under § 3.27 should read: "Natural gas' means natural gas, coalbed methane,
synthetic gas useable for fuel, or mixtures of natural gas and synthetic gas. Provided, that for
purposes of the valuation of natural gas producing property under this rule, references to 'natural
gas' shall include natural gas liquids and liquefied natural gas."

Response: Section 3.27 will be amended as suggested in the comment such that natural gas liquids
and liquefied natural gas will be included in the definition of natural gas, so long as they are sold
as a single component. Natural gas liquids and liquefied natural gas are not natural gas if they are
sold after processing and separation.

Antero Resources Corporation comment regarding actual annual operating costs:

Actual annual operating costs generally - W. Va. Code § 11-1C-10(d)(3) establishes that the fair
market value for wells producing oil, natural gas, natural gas liquids, or any combination thereof,
1s based m application of a yield capitalization model to net proceeds, with net proceeds based on
actual gross receipts, less royalties, and less actual annual operating costs. "Actual annual
operating costs" are defined under both W. Va. Code §lI-1C-10(d)(3) and § 3.2 of the Draft
Legislative Rule, with § 3.2 further stating that such costs "are limited to the actual costs incurred
by the producer prior to the arm-length sale of the well output to a buver|[.]"

Reasonable actual annual operating costs - the Draft Legislative Rule consistently specifies that a
producer can deduct "reasonable,” actual annual operating costs, with no standards set forth to
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provide guidance on what 1s considered a "reasonable” operating cost. The Draft Legislative Rule
should include guidance regarding the methodology used by the Tax Department in determining
whether an actual operating cost is "reasonable.”

Response: The taxpayer always has the burden of proving the reasonableness of expenses it
claims. If the producer’s costs or revenues are out-of-ling with industry averages, the producer
should be able to explain why their costs are so high or revenues so low. This does not mean that
the Tax Department will automatically deny gross receipts or costs that are out-of-line with
industry averages; it means that the Tax Department will have questions regarding the costs or
gross receipts and require supporting documentation.

Antero Resources Corporation comment regarding arm’s-length contracts:

Arm's-length contracts generally - the Draft Legislative Rule includes extensive provisions relating
to arm's-length sales and contracts, agreements, or transactions between affiliated entities,
including marketing affiliates.

Arm's-length contract burden - the Draft Legislative Rule places the burden on the producer to
demonstrate that a contract is arm's-length for purposes of both the reporting of gross proceeds and
the claiming of actual annual operating costs. See §§ 6.2 and 7.1.2. Little to no guidance is
provided regarding how a producer can satisfy this burden aside from showing that the gross
proceeds or actual operating costs are "reasonable compared to industry averages." The Draft
Legislative Rule should include guidance regarding how the Tax Department determines the
"industry average” for purposes of allowing a producer to demonstrate that reported gross receipts
and actual operating costs are "reasonable."

Response: If the producer’s costs or revenues are out-of-line with industry averages, the producer
should be able to explain why their costs are so high or revenues so low. This does not mean that
the Tax Department will automatically deny gross receipts or costs that are out-of-line with
industry averages; it means that the Tax Department will have questions regarding the costs or
gross receipts and require supporting documentation.

Antero Resources Corporation comment regarding capitalization rate:

Capitalization rate - for property tax vears 2012-21, the capitalization rate has been approxamately
15%, which 1s consistent with capitalization rates used in other states for valuing producing wells.
The Draft Legislative Rule removes the property tax component, which will result in a decrease in
the capitalization rate. The property tax component should be included in the Draft Legislative
Rule and in the annual valuation variables released by the Tax Department. Additionally, §
5.4.2.b.2 contemplates the use of an income tax rate to modify the debt portion of the capitalization
rate, based on surveys of published effective tax rates applicable to the industry. It is unclear what
surveys are being relied upon for this purpose.

Response: This Rule uses a capitalization rate based on a “Build-up-Model” of the Weighted
Average Cost of Capital (WACC). The WACC provides an estimate of the overall expected rate
of return required by industry equity participants and financial investors to continue to invest in
the relevant ongoing industry, and in comparison to other investment options. The Tax
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Department believes this to be a more accurate way of valuing oil and gas than the previous
capitalization rate. The basis for the capitalization rate factors is annually set forth in the variables
published on the State Register and entities have an opportunity to comment on the factors prior
them becoming final.

Antero Resources Corporation comment regarding sum of the year’s digits:

Sum of the Years Digit - the definition of this term under former § 3.27 has been deleted. This
methodology uses a three-vear weighted average for various calculations of the old version of the
Legislative Rule, particularly for various components of the capitalization rate. Presumably, the
"Build-up-Model" of the Weighted Average Cost of Capital (WACC) 1s intended to replace the
sum of the year’s digits methodology, and that term should be defined and should include a
description of how the WACC 1is calculated. The Tax Department's draft valuation variables
document for tax year 2022 includes data for 2018-20, so it appears that a weighted average is
being used; however, the concept 1s not well defined in the Draft Legislative Rule.

Response: The variables published in the State Register are currently tentative and entities have
an opportunity to comment on the factors prior them becoming final.

Antero Resources Corporation comment regarding transportation cost allocation:
Transportation cost allocation - § 7.2.1 provides for the allocation of transportation costs between
different products in their gaseous phase, clarification i1s needed regarding the methodology for all
producers to provide a "cost allocation procedure” to the Tax Commissioner, as contemplated
under § 7.2.4.

Response: The Tax Department will accept any allocation method, based upon standard
accounting principles, that the operator chooses to use.

Antero Resources Corporation comment regarding duplicate definitions:

"(Gas plant products” 1s defined under § 3 .20 and "plant gas products” is defined under§ 3.36. The
definition of "plant gas products” should be deleted and the term "gas plant products” should be
used throughout the Draft Legislative Rule.

Response: The change suggested in the comment will be made.

Antero Resources Corporation comment regarding complete returns:

Complete return - § 8 of the Draft Legislative Rule provides for alternative "default methods of
valuation™ when a producer does not file a "complete" return. This section should be amended to
provide additional information and guidance regarding whether a filed annual property tax return
i1s "complete.” As drafted, this section provides exceedingly broad authority for the Tax
Commissioner to deem a filed return "incomplete” and value a well based on the alternative
valuation provisions under the section.
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Response: Further guidance will be forthcoming with form instructions.

EQT comment regarding reasonable discretion:

The proposed Rule purposely disallows affiliated contractual arrangements in determining the
gross receipts or gross proceeds to be considered for valuation purposes and further allows the Tax
Commissioner discretion to adjust the gross proceeds if determined that the gross proceeds are
unreasonable. Although it appears that the Rule provides for reasonable, actual annual operating
costs, the Commissioner can use discretion to adjust these costs if determined to be unreasonable
(without any definitions to support this analysis). These rules should be stricken, and gross
proceeds should be defined to reflect the price that a willing Buyer and willing Seller would agree
toin an arm’s length transaction assuming the parties had opposing or adverse economic interests.
This accomplishes the same goal of making sure the transactions are fair market value but does
not simply ignore corporate structure and any associated affiliated agreements or give unsupported
discretion to the Tax Commaissioner.

Response: Inclusion of the word “reasonable” in the rule simply makes explicit that which an
unbiased reader would ordinarily consider implicit in the language of H.B. 2581, inasmuch as the
Legislature should not be considered to have sanctioned the use of unreasonable costs and expenses
when calculating net proceeds. In seeking removal of the word “reasonable,” the comment
implicitly asks for carte blanche to claim patently unreasonable amounts. Transactions between
related parties are, by definition, not arm’s-length transactions.

However, if the affiliate transactions reflect market pricing at arm’s length, the Rule, as written,
already allows the producer to take such costs under the provisions of section 7.1.2, as the Tax
Commissioner would not have to adjust the price to industry averages.

EQT comment regarding NGLs:

Additionally, the governing statute, namely W. Va. Code §§11-1C-1 et. seq., does not support the
inclusion of gross proceeds from NGLs for purposes of the valuation of wells. More specifically,
W. Va. Code §11-1C-10(a)(2) defines "natural resources property” to include "coal, oil, natural
gas, limestone, fireclay, dolomite, sandstone, shale, sand and gravel, salt, lead, zinc, manganese,
iron ore, radioactive minerals, oil shale, managed timberland as defined in section two of this
article, and other minerals.” NGLs are not specifically identified in the definition, and as such
would have to fall within the category of "other minerals” to be properly included. NGLs are not
"minerals” within the ordinary use of the term, but rather are byproducts of the processing of
natural gas. An analogous situation would be the processing of gasoline and diesel fuel from o1l
The income from these products 1s too far removed from the resources in their natural state to be
included in "other minerals." The Supreme Court of Appeals has held that:

In the construction of statutes, where general words follow the enumeration of
particular classes of persons or things, the general words, under the rule of
construction known as ejusdem generis, will be construed as applicable only to
persons or things of the same general nature or class as those enumerated, unless
an intention to the contrary is clearly shown.
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See e.g. Syl. Pt. 4, Ohio Cellular RSA Ltd Partnership v. Bd. of Public Works, 198 W .Va. 416,
481 S.E.2d 722 (1996). NGLs are not "of the same general nature or class” as the enumerated
natural resources in §11-1C-IO0(a)(2). Not to mention that the natural gas being valued at the
wellhead 1s based on the energy value or heat content of the natural gas (the BTU content) which
already encompasses the value of NGL’s present in that gas. As aresult, the proceeds from NGLs
ought to be removed from the income stream of a natural gas well for property tax valuation. Fnl

Fnl Additionally, as it pertains to NGLs, the proposed Rule would include the gross proceeds for
NGLs which are to be measured at the first arm’s length point of sale. Often, the first point of sale
for NGLs occurs outside of West Virginia. The sourcing of the natural gas products proceeds from
processing occurring outside of West Virginia to this State strains constitutional and interstate
commerce limitations. In some cases, the processing of NGLs occurs at facilities outside of West
Virginia. Computing the income of a West Virginia well to include the proceeds from the sale of
NGLs which are processed in another state, in essence, impermissibly includes the value of the out
of state processing facilities in the well valuation.

Response: HB 2581 provides specific statutory authority for the Tax Department to subject
natural gas liquids to property tax. The statutes provides that for purposes of the emergency rules
regarding valuation of property producing oil, natural gas, natural gas liquids, or any combination
thereof, fair market value shall be determined through the process of applving a vield capitalization
model to the net proceeds. This puts the property taxation in line with the West Virginia
Severance Tax, which also looks at the price received from the sale of NGLs. The NGLs are in
the natural gas in the well reserve and are part of what is severed at the well. To only include the
gross proceeds of the residue gas would significantly under value the well.

EQT comment regarding capitalization rate:
Furthermore, there is also some introductory language from the fiscal note attached to the Rule
filing and set forth below that we find to be of concemn:

This rule would offset the costs of fractionation of income from natural gas liquid
production and would set a capitalization rate that is lower than the current rate.
This would result in a minimal change in revenue. Administrative costs would be
$25,000 for system changes in valuation models.

From a plain reading of this language. this could construe utilizing a capitalization rate in the
Discounted Cash Flow calculation to achieve the State Tax Department’s desired result by
applving an “industry rnisk adjustment™ to solve for a desired valuation target and property tax
revenue stream. The State Tax Department indicates that the Rule will lower the current
capitalization rate and hence raise the appraisal values. While we agree that a capitalization rate
can fluctuate based on market changes, the State Tax Department has computed a capitalization
rate of approximately 15% over the past ten vears. This current capitalization rate used in West
Virginia is consistent with the capitalization rate used in Kentucky and Ohio and we believe should
remain consistent unless there is market data to support adjusting 1t. Such a change should not be
left to the discretion of the State Tax Department.
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Response: This Rule uses a capitalization rate based on a “Build-up-Model” of the Weighted
Average Cost of Capital (WACC). The WACC provides an estimate of the overall expected rate
of return required by industry equity participants and financial investors to continue to invest n
the relevant ongoing industry, and in comparison to other investment options. The Tax
Department believes this to be a more accurate way of valuing oil and gas than the previous
capitalization rate. The State Tax Department does not have a “desired result” beyond fairly and
accurately valuing oil and gas production property.

EQT Corporation’s comment regarding information requirements:

Lastly, the Rule requests information that 1s not necessary to complete the valuation of the property
in question, such as location and serial numbers of meters, invoices, and receipts. This new
complexity and the updated clectronic filing requirements add additional administrative
compliance burdens. Additional time, bevond the 30-day granted extension, may be needed to
prepare for the e-filing changes.

Response:

Pursuant to W. Va. Code §11-6K-1, the maximum filing extension is one month. The Tax
Department has, pursuant to Administrative Notice 2021-17 provided an extension to file these
returns until September 1, 2021. The Tax Department cannot extend beyond that date, or it will
not have sufficient time to process the returns in order to meet other statutory deadlines.

CNX Gas LLC comment regarding reasonableness:

It seems evident to CNX that the Department anticipates a need to circumvent the actual data
provided by producers and instead apply their own perceived reasonableness standard. This
overriding tone is visible throughout the Rule and provides uneasiness to CNX. House Bill 2581
plainly states that a producer is to provide “actual” revenues and “actual” expenses to the
Department annually. For the Tax Department to then review those revenues and expenses with a
critical eye on their own perceived reasonableness, seems contrary to the intent of the Legislature.

Multiple times throughout the Rule, the Tax Department uses the word “reasonable” when
describing actual revenues and expense allocations. The apparent intent is to allow the Department
flexibility in accepting actual values. A quick search of the word “reasonable” in the Rule has 21
instances, “reasonable efforts,” “reasonable compared to industry averages,” “reasonable, actual
costs,” “determined to be unreasonable by the Tax Commissioner,” etc. CNX believes that the
Tax Department would be ill-equipped to make determinations of what is “reasonable” based on
the data being provided.

Y L

Producers across the region operate very differently, and CNX would discourage the Department
from making such comparisons in a vacuum. The main reversal of House Bill 2581 was to remove
the previous cost survey which averaged producer costs and to enable producers to provide actual
values in its stead. For the Department to then take those actual values and adjust them to reflect
an artificial industry average seems to be contrary to the intent of the Legislature. It would be the
position of CNX that any concern the Tax Department has about the values being provided should

15



result in an audit of that taxpayer’s return. The possibility (whether likely or unlikely) that the Tax
Department could unilaterally change a taxpayer’s revenue or expense amounts without notice or
conference with the taxpaver is understandably concerning to CNX.

Response:

Inclusion of the word “reasonable™ in the rule simply makes explicit that which an unbiased reader
would ordinarily consider implicit in the language of HB. 2581, mmasmuch as the Legislature
should not be considered to have sanctioned the use of unreasonable costs and expenses when
calculating net proceeds. In secking removal of the word “reasonable,” the comment implicitly
asks for carte blanche to claim patently unreasonable amounts.

If CNX believes that “the Tax Department would be ill-equipped to make determinations of what
1s ‘reasonable’ based on the data being provided,” then the Tax Department is interested in
knowing what data CNX believes should be provided in order to determine reasonableness. [f the
producer’s costs or revenues are out-of-line with industry averages, the producer should be able to
explain why their costs are so high or revenues so low

CNX Gas LLC comment regarding valuation methodology:

CNX is also concemed with the valuation methodology changes that are being presented by the
Department. The Rule points out multiple changes to the State’s valuation models: the substantial
lowering of the capitalization rate, the elimination of the 3-year weighting, removal of the July
Ist cutoff, etc. Taken on their own, all of these changes would increase the value of a producing
property. The Department has not yet made available valuation models which reflect the Rule
changes. Without these models, CNX 1s at a disadvantage and unable to determine the fiscal
stability of their operations within the state.

Response:

The Tax Department provides a valuation spreadsheet on its website to assist taxpavers, but it is
not statutory obligated to do so. However, the Tax Department is in the process of updating the
valuation spreadsheet and it should be forthcoming.

Greylock Energy, LL.C comment regarding section 3.21:

The State has in this definition “at the point of a metered or measured first sale to an unrelated 3rd
party”. If we have legally binding sales contracts between our production and marketing
companies 1s this acceptable? Also in this section the State defines gross receipts as including
“accruals” which leads one to believe we might be taxed on general ledger accruals made for
financial statement GAAP purposes. Accruals are estimated required for financial statement
purposes only and are simply sales estimates. They should not be included in a definition of gross
receipts. Also included in this section is the “monies and consideration” which the operator does
not seek to collect through reasonable efforts is also concerning. Are we going to be taxed on
amounts we have not actually received or attempted to collect?

Response: By definition, a transaction between related parties 1s not an arm’s-length transaction.
However, if the affiliate transactions reflect market pricing at arm’s length, the Rule, as written,
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already allows the producer to take such costs under the provisions of section 7.1.2, as the Tax
Commissioner would not have to adjust the price to industry averages.

There are three generally accepted approaches to valuing property that may be considered when
estimating the market value of property tax purposes. These are cost, market, and income
approaches. The income approach to value 1s based upon the assumption that a property 1s worth
the future income, discounted to present worth, that it will generate for a prospective buyer. This
1s the approach used by the state in value natural resource properties. It is not an income tax. If
the producer does not attempt to collect money due it, 1t does not change the value of the well.

Greylock Energy, LLC comment regarding sections 4.2.2 and 4.3.1:

How did vou determine the production amounts for the safe harbor provisions? One might refer
to the production amounts as defined by the National Stripper Well Association and EIA which is
much higher. What 1s the precise formula for the assessment percentage for these wells?

Response: The Tax Department has offered a safe harbor for small producers that may not be
able to calculate their actual operating costs. The Tax Department will amend this language so
that anvone who does not wish to calculate their operating costs may use the safe harbor. This is
an option that taxpayers may choose. The safe harbor amount will be average industry operating
expenses as set forth in the natural resource property variables published in the State Register.

Greylock Energy, LL.C comment regarding section 4.4.2:

States the commissioner will annually determine the working and royalty percentage interests on
a per well basis. I'm not sure why this section 1s here and what it will be used for. All operators
have different royalty arrangements which may result in some operators having average rovalty
interest percentages that are higher than industry averages.

Response: The text of section 4.4.2 of the proposed rule is part of the existing rule. The only
proposed change 1s to strike the words “or operator” from the text. This change 1s simply one of
consolidation, since “producer” and “operator” are treated as synonymous. This section of the rule
does not mention “industry averages,” and so the meaning of the comment is unclear.

Greylock Energy, LLC comment regarding section 5.1:

Why are vou removing the decline adjustment to July 1st? The intention of this section was to take
our prior 12-month calendar year sales and decline them to arrive at a correct July 1st value. The
State 1s using the prior 12 months calendar year sales and production as a basis for valuation as of
the July 1st assessment date. By removing this decline adjustment vou are overstating their
valuation (and our values) with an extra six months of value.

Response: The changes to the valuation methodology in HB 2581 make clear that the value of

the well shall be determined based upon the actual gross receipts. This change is necessary to
comport with that requirement.
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Greylock Energy, LL.C comment regarding section 7.2:

Allocation of Operating Cost among product types: How are we going to allocate common
operating wells costs between product types? If we perform normal well-tending work on a well
that produces both oil and gas we don’t separate those costs. If we allocate all of those costs to
one product type, will that not cause a higher discounted cash tflow and appraised value for the
product that doesn’t get allocated those costs? Will vou allow us to develop our own rational
allocation of costs in these circumstances or will vou develop your own allocation?

Response: The Tax Department will accept any allocation method, based upon standard
accounting principles, that the operator chooses to use.

Greylock Energy, LL.C comment regarding section 9.1.1.h:

States we must report the location and serial number of the meter that is the first point of sale. Are
you wanting our internal identifying number for the meter?, the gas purchaser’s identifving number
for the meter?, or the manufacturer’s serial number on the meter? Not sure what the intent of this
section is.

Response: Further guidance will be forthcoming with form instructions.

Denex Petroleum Corp. comment regarding capitalization rate:

The State Tax Department has proposed a reduction in the capitalization rate used to discount cash
flow from 15% to just 10.8%, a decrease of about 28%. Given the nature and uncertaintics of oil
and gas production, and the volatility of commodity prices, 10.8% does not secem to be an
appropriate rate. It seems like this system is NOT designed to calculate "true and actual value”,
but rather to artificially inflate the value of the properties to generate increased tax revenues. That
is contrary to what is mandated under West Virginia Code §1 1-6K-1(a) or West Virginia Code §11-
3-1 (a). Again, Rules do not trump Statutes. Rather, Rules should be promulgated to administer
the Statutes in strict accordance with the intent thereof. It would seem likely that larger shale
producers would be inclined to challenge this capitalization rate in court as being unjust and
unreasonable.

Response: The capitalization rate is set forth in a list of tentative natural resource variables, not
in the proposed rule, and so no response to this comment 1s necessary.

Denex Petroleum Corp. comment regarding NYMEX pricing:

In recent weeks, the NYMEX price of natural gas has dramatically increased. However, that is the
price of gas at Henry Hub, in Louisiana. Regrettably, due to capacity constraints on pipelines
serving West Virginia and the other Appalachian states, prices for West Virginia gas

are often as much as dollar below the NYMEX price. That "basis" is volatile, and peaked at
$1.52in July 2015. Any methodology used to evaluate gas wells in West Virginia should
consider the net prices for Appalachian production and should never be based on NYMEX
pricing.
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Response: The proposed rule does not mention NYMEX pricing, so no response to this comment
1S necessary.

Denex Petroleum Corp. comment regarding de minimis exemption:

Small producers, like Denex, recognize that the aggregate value of their conventional wells 1s de
minimis, especially given today's price for Appalachian gas. The real value is in the non-
conventional horizontal shale wells. The number of non-conventional wells n West Virginia is
quite small compared to the number of conventional wells. It would seem reasonable to use
different forms for these ditferent tvpes of wells, at least initially.

The vast majority of conventional wells are currently operating at a loss, due primarily to the fact
that natural gas prices are at historic lows, especially in capacity-constrained West Virginia. This
may not be obvious to the State Tax Department, as it has failed in the past to consider actual
operating expenses, opting instead to use 30% of gross income as expenses. As gas prices and
production declined, gross revenues decreased significantly. This led to a substantial decline 1n the
expense deductions allowed in the State Tax Department's calculations. Meanwhile, the operators'
actual expenses did not decrease, and, in fact, the same increased over time. Accordingly, the State
Tax Department assigned significant values to wells that were

uneconomic and operating at a loss. Such wells have minimal, if any, value. The State Tax
Department should consider exempting wells with minimal daily production, which would
significantly decrease the burden on the State Tax Department while having minimal reductions
in tax revenue.

Response: The Tax Department will consider a de minimis exemption, including whether it has
authority to establish such an exemption absent Legislative direction.

R. Terrance Rodgers, of the law firm Kay Casto and Chaney PLIL.C, submitted comments on behalf
of the county commissions of Doddridge County and Harrison County.

Rodgers comment regarding section 3.2:
In Section 3.2 thereof, in the third line, it 1s suggested that the words “directly and solely” be
inserted between the word “costs” and the word “mcurred.”

Response: The suggested change in section 3.2 will be made.

Rodgers comment regarding sections 3.16 and 3.38:

With regard to the definition of “[e]conomic interests™ set forth in Section 3.16 thereof and the use
of the term “economic interests” in Section 3.38 thereof, it is suggested that the same are too broad

and potentially open the door for abuse by the o1l and gas producers.

Response: The Tax Department disagrees that the term “economic interests” is overly broad in
its definition or application.
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Rodgers comment regarding section 3.38:

With regard to the definition of “[pJroducer” and “[o]|perator” in Section 3.38 thereof, it is
suggested that the apparent effective mclusion of what are commonly referred to as “overriding
royalty interest owners™ be deleted.

Response: The Tax Department does not see where that term 1s included 1n section 3.38.

Rodgers comment regarding section 3.46:

As to Section 3.46 thereof (the definition of "Total Production™), there is a reference to "all oil,
natural gas liquids and natural gas actually produced and sold from a single well that is developed
and producing on the assessment date." What happens if the oil, natural gas liquids or natural gas
1s not sold on the "assessment date"? In other words, what if the oil, natural gas liquids or natural
gas are produced, but not sold, on the "assessment date"? What if the oil, natural gas liquids or
natural gas are produced on the "assessment date." but are effectively in storage on the "assessment
date"? Does that mean that such oil, natural gas liquids or natural gas is not to be factored in in
determining the ad valorem tax? It is suggested that these questions be answered as the Tax
Commissioner continues to promulgate his PROPOSED Legislative Rule.

Response: HB 2581 requires the assessment to be on the actual price received from the sale,
therefore, it 1s unclear how the State Tax Department has statutory authority to consider gas that
1s severed but not sold.

Rodgers comment regarding section 4.4:

Section 4.4 thereof raises the question of what happens if the "lease or other arrangement” is not
"typical"? It 1s suggested that one or more additional examples, other than the example given in
Section 4.4.1 thereof, be provided by the Tax Commissioner as he continues to promulgate his
PROPOSED Legislative Rule.

Response: The Tax Department will consider providing additional guidance on any issue, if
necessary, in the form of administrative notices, TSDs, or filing instructions.

Rodgers comment regarding section S.4:

As to the "single state-wide capitalization rate for oil, natural gas, and natural gas liquids"”
mentioned in Section 5.4 thereof, exactly when and exactly how will that rate be determined? It 1s
suggested that said "when" and said "how" be addressed as the Tax Commissioner continues to
promulgate his PROPOSED egislative Rule.

Response: The state-wide capitalization rate 1s determined annually, as sct forth in section 5.4 of
the proposed rule. The basis for the capitalization rate factors is annualy set forth in the variables
published on the State Register. The tentative variables have been filed and individuals have an
opportunity to comment on the factors prior them becoming final.
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Rodgers comment regarding section 6.2.1:

Section 6.2.1 thereof contemplates a possible "review and audit by the Tax Commissioner” of
certain "data" retained by the oil and/or natural gas producers. What exactly are the Tax
Commissioner's plans for conducting such "review[s] and audit[s]"? For example, will such
"review[s] and audit[s]" be conducted with regard to every oil and gas producer in the State of
West Virginia or will they be randomly conducted or will they be based upon some criteria
predetermined by the Tax Commissioner and/or the Tax Department? If it 1s the latter, what will
that predetermined criteria be? Also, what happens if the oil and/or gas producer has not retained
the "data"? It 1s suggested that all of these questions be answered as the Tax Commissioner
continues to promulgate his PROPOSED Legislative Rule;

Response: The Tax Department will review returns to see if additional information or clarification
i1s necessary. It is based upon this process that audits will be completed if necessary.

Rodgers comment regarding section7.2.4:

As to Section 7.2.4 thereof, what "additional information" does the Tax Commissioner and/or the
Tax Department believe will be "necessary"? It 1s suggested that this question be answered as the
Tax Commissioner continues to promulgate his PROPOSED Legislative Rule.

Response: Whether and what additional information is necessary will be contingent on what
information 1s included in the proposal. By definition, it can only be determined on a case-by-case
basis.

Rodgers comment regarding sections 7.3.2 and 7.4:

As to Section 7.3.2 thereof, 1t 1s suggested that attorney fees and expenses be specifically excluded
from "lease operating expenses." In a like manner, in Section 7.4 thereof, attorney fees and
expenses should specifically be included in "non-allowable costs.” With regard to Section 7 .3 .2
thereof and Section 7.4 thereof, it is suggested that Section 7.3.2 thereof make clear reference to
Section 7.4 thereof, to clarify that the various "non-allowable costs” set forth in Section 7.4 thereof
are not to be included in the "actual operating costs” referenced in Section 7.3 thereof. In a like
manner, 1t 1s suggested that Section 7.4 thereof make clear reference to Section 7.3.2 thereof;

Response: This clarification will be made in the Rule

Rodgers comment regarding section 8.1:

Is it possible for the concept set forth in Section 8.1 thereof to be the entire PROPOSED Legislative
Rule with regard to valuing oil and/or gas wells for ad valorem tax purposes? It is suggested that
the Tax Commissioner consider such possibility as he continues to promulgate his PROPOSED
Legislative Rule.
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Response: The Tax Department considers the more expansive amendments to the existing Series
017 of Title 110 to be necessary to carry out the intent of the Legislature and provide guidance to
taxpayers and counties.
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